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“! finish my figure work FASTER 


with the Printing Calculator” 





(1 ..> FASTER with the printed tape— 





al ay \ Every figure—every calculation—every answer is printed—giving you positiy 
ox proof of accuracy. No copying numbers or re-calculating problems to chec 
iene your finished work — the proof is on the tape! 
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f . Taree \ FASTER with the 10-key keyboard— 
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‘Nie gE 8) , Only ten numeral keys on this compact keyboard (automatic selection d 
_ _/ proper column). Al! keys are within the span of one hand. Fast touch-method 


operation comes naturally — special training is unnecessary! 


my FS FASTER with “double duty” calculations- 
i vo \/ The Printing Calculator multiplies and divides automatically, and it add 


end subtracts too. The Printing Calculator does all the work of two ordincy 
figuring machines — and finishes it faster! 
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In name only... 


\Jo O The object pictured above is Art, 
abstract division. It is called a “‘mobile” 
which rhymes with feel, or heel. 


VUovV/ The daffy doohickeys hung on it 
rotate, revolve, turn and flutter. Reminds 
you of some people you see in offices—who 
go through the motions, get nowhere! 


© 0 O\ Making motions make more sense, 
reducing routines, eliminating the single 
purpose operations, planning a task for 
multi-function service ...has been our 
business for two decades. 


. ~\WV/O Given proper means and 
= methods, the typical office worker 
:~ finds it easy to be more efficient, 


YN — does more in less time 
ae 
Lg S 









. at a saving in 
payroll costs and 
in elapsed time... 
to get the most 
serviceable results. 





“OV/O Transcription and copyingcan be 
cut; records be made more comprehensive, 
useful and accessible, with Keysort, a 
McBee original. 


OW/ The Keysort card is designed to 
your needs, can contain little or much 
information for one or several purposes 
or departments... may be rapidly sorted 
by classification or various combinations 
of classifications to select specific items . 
or provide summaries. 


[000 Keysort delivers answers quickly, 
saves time . . . is easy to use, and is used 
in thousands of firms .. . for anything 
from simple distributions to the most 
comprehensive analyses. 


O OV If you suspect your office might 
be more efficient, a talk with a McBee 
man may be helpful. Refer to the nearest 
office, or write directly to New York. 


Mica THE McBEE COMPANY 





SOLE MANUFACTURERS OF KEYSORT 
295 Madison Avenue, New York 17, N. Y. 
Offices in principal cities 
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“THE MACHINE TO COUNT ON” 





A Handy Calculator 
NEW BACK TRANSFER DEVICE 
SPEEDS UP CALCULATIONS 


HERE’S THE ANSWER to management’s 
demand for a low priced, fast calculator. 
Entirely portable. Unexcelled for sturdy 
construction. Hundreds of auxiliary uses in 
large organizations. Keep one on every 
desk, where quick calculations are necessary. 


PRE-WAR PRICES 
PRE-WAR QUALITY—$140.00 Up 


Available from stock: 


IVAN SORVALL 


230 Fifth Ave. - New Yerk 10, N.Y. 
Ask for Bulletin MP 33 























MORTGAGE 
LOANS 


JAMES FELT & CO. 


INCORPORATED 
REAL ESTATE 


Main Office: 
362 FIFTH AVENUE, NEW YORK 1,N. Y. 
Wisconsin 7-0500 





























BUSINESS AND PERSONNEL OPPORTUNITIES 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


Help Wanted: 
Situations Wanted: 
Business Opportunities: 





Closing Date 


15th of month preceding date of publication. 





BUSINESS OPPORTUNITIES 


Partnership Opportunity 
Senior Accountant — Certified, 
graduate, 


perience 


of engagements, including writing 


accountancy 
between 40 and 45 years of age, 
with at least ten years diversified public ex- 
and capable of assuming full charge 
reports. 


Must be aggressive and capable of developing 


toward a partnership. No travel. 
experience, qualifications, and salary. 
— New York certified firm. Box 1, 
York C-P.A. 


Certified Public Accountant 
Superior ability and experience, 
Staff Supervisor of large 
wishes to associate with 
sources for new clientele. Now 
practice. Box 2, New York C. P. A. 


"SITUATION Ss WANTED | 


Certified Public Accountant 
Society member, desires evening 
weekend work N.Y.C., 
living. National firm 
New York C.P.A 


experience. 


State all 
Mid- 
New 


recently 
reputable firm, 
accountant having 
has $5,000 


and/or 
to meet high cost of 


Box a 


SITUATIONS WANTED 


Certified Public Accountant 
C.P.A., 8 years heavy experience, presently 
employed as supervising senior. Seeks re- 
sponsible position with reputable firm. Box 
4, New York C. P. A. 


Cortified Public “Accountant 
Accountant-Office Manager, 5 years’ public 
and private experience, chief accountant 
supervising large staff, desire responsible in- 
ternal a at $100, 29, C.P.A. 
New York Cl P.A 





if 


30x 9, 


‘Atoreer 
Experienced, government background, excel- 


| lent researcher, special studies taxation and 


} acco yunting, 


seeks association with firm spe- 


cializing tax matters. Box 6, New York 


es re 


“‘Posken: and Tebeletinn 
Financial reports, tax returns, expertly typed 
—reasonable—confidential—six years certified 
experience. Thorough knowledge all details. 
ag 2-3383—days—Sp 7-5827 evenings, Box 


, New York C.P.A. 
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SH AW-WALKER figures are always in balance, ready for quarterly 


Please send folder describing Simplified 
oll Plan. saver. Within ten minutes you can decide if it will 


REDE SP ET LE effect a worthwhile saving. We will gladly show 


dress. literature. 
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Saves up f° 


The Shaw-Walker Simplified Payroll Plan co- 
ordinates all records and entirely eliminates 
figure-copying. The first posting of all earnings 


, “Built Like a 


and deductions is the last. There is no preliminary 
Ay Skyscraper” 





figuring and no figure need ever be copied. 


Thousands of employers are already using this 
time-saver upon recommendation of their Ac- 
countants. In every installation it has effected 
substantial savings—some as high as 66%. 


More important, in every installation the tax 





reports without the need for costly rechecking. 
Chrysler Building 


BEST NEWS—The entire payroll Plan costs little 
New York 17, New York 


more than the price ordinarily paid for new forms. 


W-WALKER COMPANY 3 SEE FOR YOURSELF—Whether the payroll has 
sler Building, New York 17, N. Y. fo = wide 
25 people or 25,000 you should see this time- 


Eee ee eee eee ene you the Plan in your office or send descriptive 
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National Mechanized Accounting 
revolutionized bank accounting procedurt 


SEE WHAT IT CAN DO FOR YOU! In a single 7-second operation, a 
complete record of your savings deposit or withdrawai is printed by 
the National Window Posting Machine in the passbook, on the 
ledger card, and in the bank’s journal. A miracle of speed and 
accuracy! A miracle repeated in thousands of other businesses of 
every size and type. Where National mechanized accounting 
systems are speeding work and cutting costs up to 30%! Let 
your local National representative check your set-up, and show 
possible savings. Remember: Every National installation is 
tailor-made to the client’s own particular requirements. 
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Public Relations: 
A New Frontier for Accounting 


By STEPHEN FE. FitzGERALD 


I, What Are Public Relations? ings. Depending on who uses them, 
T HE trouble with the phrase’ public these two words may connote anything 
relations is not that it has no mean- ‘Tm what is called press-agentry all 
ing. The real trouble lies in the fact the way to activities connected with the 
that it has far too many different mean- 0st vital questions of business policy 
; and management. And so, in venturing 
to discuss so complex a field, it may 





STEPHEN FE. FirzGeratp began help to define our terms and find out 
his professional life as a newspaper- what we are talking about. 
man. After studying at Johns Here is one simple definition: public 
Hopkins University, he became a re- relations is the art of public behavior. 
porter on the Baltimore Sun. His And here is another : public relations 
work there was sufficiently distin- is the art of simultaneously deserving 
guished to win him a Nieman fellow- | and achieving public understanding and 
ship for advanced journalistic study support. ; 
at Harvard University. We can go one step further and try 
arly in 1941, Mr. Fitzgerald ac- | 4 more scholarly definition, this one 
cepted a post in the Information from a work by Harwood Childs called 
Division of the Office for Emergency “An Introduction to Public Opinion”. 
Management. In 1942, he became Said Mr. Childs: 
Director of the Division of Informa- . : : 
Sas ok tha War Peaduetion Panel Public relations may be defined as those 
é : aspects of our personal and corporate be- 
and later he was a Deputy Director havior which have a social rather than a 
of the Office of War Information. purely private and personal significance. 


The increasing importance of public rela- 


More recently, Mr. Fitzgerald has ! 1 impor 1 
; tions is due primarily to the increasing 


engaged 1 ic ‘latic SW ¥, alc : suit? 
iB a cm public relations vork, and number of personal and corporate activities 
he is now an independent public rela- which do have this social and_ public 
tions consultant. The American In- significance.” 


stitute of Accountants is one of his 
principal clients. 

This address was made by Mr. 
Fitzgerald before a regular monthly 
meeting of the New York State So- 
cietv of C.P.A’s. held on January 19, 
1948, at the Waldorf-Astoria Hotel 
in New York City. 


One point to be made about these 
definitions is that all three stress— 
either directly or by implication—two 
factors which have to do intimately with 
the question of how we get on with peo- 
ple: first, the factor of our behavior ; 
second, the factor of what we say about 
our behavior. 
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The public relations profession today 
accepts almost universally the theses 
that these two factors—behavior and 
communication — are Siamese twins. 
Unless a given business or social unit 
is really acting soundly, and in the pub- 
lic interest, it certainly will do little 
good to try to say that it is acting in 
the public interest. People are, for- 
tunately, too smart to be fooled by pious 
words. Public support cannot be bought 
in the market place. 

On the other hand, when a sound 
behavior pattern is established, it is still 
necessary to let the people know about 
it. Most public relations authorities to- 
day would disagree in principle with the 
comment of Emerson, who said: “If a 
man has good corn, or wood, or boards, 
or pigs to sell, or can make better chairs 
or knives, crucibles or church organs 
than anybody else, you will find a broad, 
hard-beaten road to his house, though 
it be in the woods.” Apparently almost 
evervone else disagrees also; certainly 
few business establishments practice so 
reticent a technique today. 

Perhaps the most important thing to 
notice is that none of these three defini- 
tions emphasizes publicity alone. For 
by itself, publicity has only limited util- 
ity. Nothing is less valid than the once 
commonly held theory that a great pile 
of newspaper clippings signifies a suc- 
cessful public relations campaign. 
There is nothing wrong with a great 
pile of newspaper clippings, certainly. 
But the point is that public opinion 
about a given individual or a given 
group is formed primarily on the basis 
of action. The old saw is still true: 
action speaks louder than words. Pub- 
licity and public relations are both im- 
portant; but publicity as such is in the 
junior position. 

It would be possible to go on spinning 
out public relations theory at great 
length, but the point I wish to make is 
really a simple one and can be simply 
stated : public relations is primarily con- 
cerned with two things—what you do, 
and what you say you do—in that 
order. 
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II. The Rise of Public Relations 


Perhaps it will be more profitable to 
leave the definitions behind for awhile, 
and to ask ourselves a leading question 
—why is the basic concept of any 
great importance anyway? 

And the answer, I believe, is simply 
this: public relations, as a form of 
conscious, organized activity, today 
represents a new frontier for business 
and industry. I should like to tell you 
why I think this is so. 

Certainly it is apparent that public 
relations, in the broadest sense, is by 
no means a new problem. Empires 
have collapsed for lack of good public 
relations, and kings have lost their 
heads. People have always wanted other 
people to think well of them, and have 
tried mightily to bring about such un- 
derstanding and enthusiasm. And we 
have always had public opinion, even 
before Mr. Roper and Dr. Gallup found 
ways and means of not only telling 
us what the news was but also telling 
us exactly what we thought about it. 

None the less, when we use the phrase 
public relations today we are apt to use 
it most of the time in a very modern 
sense—as having something to do with 
our public responsibilities and what we 
do about them, and what we say about 
them. In this sense, public relations is 
a very modern phenomenon indeed. 
The problems involved have become 
clarified, and ways and means of deal- 
ing with them have been developed, in 
a very short period of time. There is 
perhaps a rough parallel here with 
the development of accounting — for 
while accounting goes back for cen- 
turies, it has certainly gone through a 
series of rapid changes and develop- 
ments during, say, the last fifty years. 

If we want to peg the development 
of modern public relations theory on 
dates, perhaps 1887 and 1890 will serve. 
In 1887 the Interstate Commerce Act 
was passed, and the Sherman Anti-trust 
Act was adopted three years later. Both 
were important signposts in the field of 
business and industrial public relations. 
Both acts represented a modern ap- 
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proach to the protection of the pub- 
lic interest and the insistence on public 
responsibility—by statute ii necessary. 
Both acts rested on public opinion. It 
might be said even that these statutes 
were passed in the forms adopted be- 
cause large corporate groups had failed 
to handle their affairs in a manner satis- 
factory to the public. 

Of course that was only the begin- 
ning. The logic of events saw to it 
that business and industry were thrust 
increasingly into the spotlight. Rules 
and regulations began to multiply. And 
the First World War naturally was ac- 
companied by an enormous develop- 
ment of widespread public interest in 
what business was doing and how it 
was doing it. 

Even so, it might be argued that 
private business was still relatively 
private as late as the 1920’s. The um- 
pire theory of government was still 
popular, for example, and the umpire 
theory called for a nice, rather unob- 
trusive government which would re- 
mind us of the rules of the game oc- 
casionally but would not itself partici- 
pate. The theory of State’s rights was 
still widely entertained, save when a 
State wanted Federal grants, and such 
things as the Social Security Law, 
the Unemployment Insurance Law, the 
Wagner Act, Old Age Retirement 
Benefits—all these were blessings still 
to come. 

And then came 1929. Along with 
the melancholy clang of closing bank 
doors came a whole melange of regula- 
tions, rules, restrictions and confusion. 
The ten vears between 1929 and 1939 
look, in retrospect, like a social revolu- 
tion. If this seems too strong, let’s say 
simply we changed some of the im- 
portant rules. Social change seems to 
come and go in waves, like the swing 
of a pendulum, and in this case the 
pendulum was obviously at the far end 
fits arc. When it is time to look back 
on this period, historiaris probably will 
remark two facts about it: one, that 
it was a popular change in the sense 
that the elected representatives of the 
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people brought it about and that the 
people kept electing them; second, that 
the period was marked by a great ef- 
fort to regulate business and to pre- 
scribe more strictly its modes of opera- 
tion. 

On this latter score there appears to 
be general agreement. For example, 
Arthur Meier Schlesinger, one of our 
great American historians, had this to 
say of the trend: 

“By extending Government control over 
the nation’s economic life, the President 
hoped to prevent future abuses of power by 
financial and industrial interests . . .” And 
again: “The New Deal involved not only 
the greatest peacetime centralization of 
authority the country had ever known, but 
also a vast extension of the power of the 
executive at the expense of the legislative 

Soon a maze of commissions, boards 
and other agencies sprang up in Washing- 
ton, many of them empowered to issue 
rules and regulations that bore the effect of 
law though Congress has not expressly 
passed upon them.” 


Now this brief historical reference 
is very closely connected with some of 
the problems and opportunities we 
face today. For what is important about 
the New Deal attitude toward business 
is not just that it happened to happen, 
but that, by accident of war, a good 
many of these basic concepts were 
frozen into our social system. They are 
with us today; we are not likely to 
get rid of them even if we would. And, 
basically, these comparatively new rules 
and regulations have helped to make 
private business public business. We 
might quibble over the extent to which 
this change would have come anyway, 
but I do not think anyone would seri- 
ously question the basic thesis that, 
during the last quarter of a century, 
business has become less and _ less 
private and more and more public. 

‘.nd this is why I say that business 
and industry in America have come to 
a new frontier, the frontier of public 
relations. We have only begun to ex- 
plore it. But already it appears clear 
that business in the years ahead will 
have more public relations, not less; 
more public responsibility, not less; 
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vill be called on more frequently, not 
less, to lift the veil. 


\nd all of these will be true regard- 
less of the kind of Administration that 
may be in power in Washington; re- 
gardless of politics; regardless of 
Pp xls of depression and prosperity. 
More public relations for business is 
just one of the trends that can no more 
be reversed than the trend toward a 
lower level of illiteracy 

People have the right to say, and 
hey are going to say, that important 


social groups must now be prepared 
an account of themselves. Peo- 
ple will insist on their right to “know 


lat s going on, 


III. Business Is Public Relations 
Conscious 


\ll this has resulted in a demand 
rr business to be articulate, far more 
rticulate than ever before. Business 
has not yet quite learned the new tech- 
que, for the problem is relatively new 

and the tools are still new and shiny 
too. None the less, is encouraging 
that, by and large, business is begin- 
ning to use the tools and techniques 
of public relations more effectively and 
more widely every dav. 

[ have no exact figures to give you, 


o] 
rr none exist. But I can give vou a 
Last vear a survey 
in New York City alone 
some 250 individuals and 
firms who held themselves out to be 
independent public relations counselors 
or practitioners of one kind or another ; 
and there were another 125 in Chicago. 
los Angeles and Washington. A Bud 


get Bureau survey made in 1946 in- 


few isolated data. 
showed that 


Tp 
Vere 


there 


dicated that Government information 
licitv of various kinds was cost 


and pub 
ing an estimated $75,000,000 during the 
then fiscal vear, and that it was provid- 
strcy taal! , 


time jobs for 23.000 persons, 
plus part-time employment for another 
23.000. 

Here are two more figures. The cur- 


rent Manhattan telephone 


shows 300 entries under the public re 
tions heading: the directory for 1937 
am 


ten years ago, showed only 49 entries. 
If these figures should mean anything, 
they mean that public relations prac- 
titioners in this city alone have in- 
creased in number 600 per cent in ten 
vears. 

It would be misleading to pretend 
that those figures have any statistical 
meaning. They do not. But they are 
interesting because they help us realize 
how far business and industrial or- 
ganizations already have gone in 
developing public relations tools. | 
would like to cite a few examples. 

Labor relations, industrial relations, 
personnel programs, standards of work- 
ing conditions, employee welfare and re- 
programs, pension — plans, 
training schools—these are just some 
of the fields in which, today, public 
relations thinking is almost universally 
present, 

And 


there is 


creation 


the annual report: certainly 

none issued today without 
someone asking, at some point: how 
will this effect our relations with our 
stockholders ? 

All of you, T am sure, are relatively 
familiar with the great growth of em- 
plovee magazines and newspapers. The 
editors of these specialized public rela- 
tions media are now so numerous that 
they have banded together into a na- 
tional professional association. 

The motion picture is another tool 
heing used on an expanded scale. By 
1940, there were over 25,000 sound 
projectors in use for non-theatrical pur- 
poses in this country. A survev by 
the Association of National Advertisers 
showed that over 70 per cent of their 
members had used motion pictures in 
one way or another. 


Institutional and public relations 
advertising is another big area. Today 
millions of dollars are spent not on 


ling products but on selling institu- 
tions and ideas. The Advertising Coun- 
cil, born of the war, continues today. 


supported by three groups—advertisers, 


dvertising media, and advertising 
gencies. Its sole purpose is to make 


2 - 1! 
free advertising space and free radio 
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Public Relations: 
ime available for messages in the pub- 
terest. It is, in short, a public rela- 

ns mechanism. 

As for public opinion polls, almost 
vone today seems to be taking a poll 
hme sort t how he is getting on 

ith somebody. raniza- 

for no other than 
Raper 


» SCC 
Scores of org 
1s eXist purpose 
tap public 
And, when 
to include all 


ights. 
1g] 


These are just highli 
we broaden the picture 

forms of organized, planned relation- 
tween one group of people and 
people, the full scope of 
about becomes a 


ther groups of 


talking 






lat we are 


ittle startling. 


IV. The Problem for Accountants 
all this 


ut what, you may ask, has 
l 


do with accountants? It has. I ven- 
ire to say, a great deal to do with 
intants. For it may very well be 


rgued that. as business conduct be- 

s increasingly a matter of public 
nterest, the function of the accountant 
becomes even more a matter of public 
erest. He, too, faces a demand to 
“speak up”. For the accountant is a 
member of a training 

his pi -ofessional code of ethics 
with respon- 
The accountant. 


pri fession, his 


hay Iya 70) hoy ft ’ 
arge [tt specifically 


ibility to the public. 


like the business man for whom he 
ks, must be independent. And it 1s 

the accountant, to a very large extent. 
ho must serve as a kind of official 


iaison between business and the pub- 
accounting 1s nothing less than 
kind of official business language. 


se things are true, then the cer- 
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ductive and responsible member of so- 
ciety. We think of his activity as a 
profession; we think of accounting as 
the language of business; we think « 
the accountant’s opinion as an pith 
sion of expert, impartial, skilled judg- 
ment; we think of accounting as being 
creative: we think of accountancy as 
serving the public interest; and we 
think, in short, of the accountant as 
a good citizen. 

If the accountant is all these things, 
then he is a very important part of our 
modern society, and society—so the 
theory goes — should properly devote 
part of its energies to seeing to it that 
the high professional standards of ac- 
countancy are maintained. For keeping 
these standards high, preserving the in- 
tegrity of the CPA certificate, will not 
only protect the individual accountant ; 
pies more importantly, it will protect 

‘iety itself. 

Noe there is important support for 
this point of view. The Encyclopedia of 
the Social Sciences, for example, in 
commenting on the role of accountancy 


in the rise of modern business, has 
this to say: 

“The profession of accounting has be- 

come established on a par with law, medi- 


cine and other learned professions. The 
varied accounting activities involve public 
interests and require assured ability, train- 
ing and reliability.” 


And in another place, describing the 
professional status of accounting, the 
same source comments : 


“Progress in the science and_ techniques 
of accounting has made possible an in- 
crease in the size, complexity and _terri- 
torial scope of business operations 


The kind of business that is possible de- 
pends upon the records that can be kept.” 
Now such statements certainly raise 
very pledsnnt images in our minds. 
They do, that is, until the horrible 
thought arises—do other people know 
these things? Are accountants the only 
people who know how important ac- 
countants are? The anwser, I regret to 
say, is that other people do not appear 
know these things sufficiently well. 
The accounting profession is in the 
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spotlight—but it has not yet fully seized 
the opportunity to speak its piece. 

Here let me cite a few examples ... 

Item. Not so long ago, a survey was 
made for the American Institute of Ac- 
countants. The results showed that the 
extent to which business men recog- 
nized the professional character of ac- 
counting was, to say the least, shock- 
ingly small. 

Item. The profession of accounting, 
for fifty years, has worked earnestly 
to build up its professional standards 
and to see that these standards are 
properly protected by statute. But 
when a State legislature meets today, 
there is always a good chance that 
someone will submit a bill designed to 
impair these standards and give the 
CPA cachet to those who have not 
earned it. 

Item. Judging by some of their re- 
cent comments and statements, some of 
the leaders of the legal profession seem 
to be taken by a number of peculiar 
ideas about accounting—not only about 
the proper function of the accountant 
but also about the scope of the area 
in which his competence has been cer- 
tified by the State. 

And ‘right here at home, of course, 
in New York State, we have had prob- 
lems with which all of you are fam- 
iliar. 

In the light of these facts, and many 
others which might be cited, it is 
legitimate to ask ourselves a question: 
would these things happen if the role 
of the certified public accountant were 
fully realized? I venture the opinion 
that they would not. 

It would appear, in short, that there 
is ample evidence to indicate that mis- 
understanding and ignorance do exist. 
And if this is the case, then the lack of 
the right information is not merely a 
negative danger—it is a positive danger. 
For in the field of information, some- 
thing like Gresham's I.aw seems to 
operate—bad information drives out the 


good. 
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Fortunately, as it faces up to this 
problem, the accounting profession has 
one great advantage. Its basic behavior 
pattern is already sound, and one for 
which the average citizen can only have 
the greatest respect—provided he can 
be suitably informed. There may well 
be scattered instances in which certified 
public accountants are not “good citi- 
zens” and do not act always in the pub- 
lic interest; it would be surprising if 
this were not the case. But on the 
whole we know that the profession came 
into existence, and continues to exist, 
because it provides an essential public 
service. 

This leaves us, then, faced primarily 
by a communications job. Communica- 
tion not only to what is loosely called 
the “general public,” but effective com- 
munication to those distinct, homo- 
geneous groups which form separate 
publics all of their own. More people 
must be made aware of more facts 
about certified public accountants 
— why they exist, what they do, 
how they conduct themselves. Business 
executives as a group, lawyers as a 
group, legislators as a group, the finan- 
cial world as a group—all these are key 
publics. We must address them. We 
must determine what it is we want to 
say, to whom we want to say it, and 
how we are going to say it. 

This is a problem sometimes referred 
to professionally as the “logistics of in- 
formation” — moving information into 
people’s heads, not merely into their 
newspapers and magazines. And we 
know, of course, that this job, though 
often difficult, can be done. Opinion 
does change—with respect to politics, 
with respect to taxes, with respect to 
international affairs, with respect to 
public works, with respect to moral cus- 
toms, with respect to a thousand and 
one things. And we know, too, that 

ften these shifts in opinion come about 
not by accident, but simply because facts 
and information have been made 
available to the people in accordance 
with very definite plans and programs. 
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Public Relations: A New Frontier for Accounting 


To the extent that we can do this, 
and substitute good information for bad, 
to that extent the profession of account- 
ing will operate in a more favorable 
climate of public opinion—a climate 
that will be favorable to the advance- 
ment of the profession. 

I think most of you are aware that 
the American Institute of Accountants 
has recently enlarged the scope of its 
public relations program, and that the 
New York State Society of C.P.A’s. 
also is taking suitable steps to meet 
some of these challenges effectively. 
There is no point, therefore, in my 
discussing these programs in detail to- 
night. But perhaps there may be some 
utility in pointing out that such ef- 
forts, however conceived and executed, 
cannot be carried out by your officers 
alone, or by the staff, or by any other 
selected individuals. A public relations 
program, almost by definition, must 
have the concerted support of all. The 
individual effort of the individual ac- 
countant is the best effort. A public 
relations program cannot be bought and 
donned like a suit of clothes. Public 
relations must come from within. 

How important it is to have a public 
relations program supported by all and 
maintained by all is shown by a few 
of the probabilities we face. Few things 
about the future are clear, but perhaps 
we can venture a few guesses. It seems 


1948 


clear, for example, that as business in- 
creases in size and scope, the need for 
accounting will continue to grow. It 
seems clear that, as business becomes 
more and more public, the importance 
of accounting will increase. And it 
seems clear that, as all this happens, 
the profession—serving business on the 
one hand and the public on the other— 
will surely find itself more and more 
exposed to the spotlight of public evalu- 
ation. Competition will increase. Ac- 
countants more and more will have to 
stand up to be judged. 


And, we may ask, what kind of judg- 
ment is it likely to be if it is given by 
people who do not have the information 
on which to make sound judgments? 


As we look ahead toward this job, 
it May support our courage to remem- 
ber what Abraham Lincoln had to say 
about the importance of public opinion. 
Lincoln understood this very clearly, 
even though he lived before the phrase 
public relations had been invented. In 
1858, in one of his debates with 
Douglas, Lincoln said: 


“In this and like communities. public 
sentiment is everything. With public senti- 
ment, nothing can fail; without it, nothing 
can succeed. Consequently he who molds 
public sentiment goes deeper than he who 
enacts statutes or pronounces decisions; he 
makes statutes and decisions possible or 
impossible to be executed.” 
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The ‘‘Net Plant’? Balance Sheet 


Its Implications for Utility Accountants 


By H. C. Hasprouck 


[ ee accountants are up against 
it. They are faced with a degree of 


control by governmental authority over 
accounting records and financial state- 
ments with which relatively unregulat- 
ed industrial and commercial enter- 
prise has not had to struggle—as yet. 
A few thoughtful members of the ac- 
counting profession with wide experi- 
ence and clear vision have expressed 
concern about the tendency of govern- 
mental agencies to assert a constantly 
widening jurisdiction over statements 
of accounting principles and to assume 
the right to stabilize and codify account- 
ing conventions. A good many inde- 
pendent accountants have felt some un- 
easiness about the possibility that gov- 
ernment (to use the metaphor employed 
by Henry Horne in his discussion of 
“Depreciation Reserves in Public Util- 
ity Balance Sheets” published in Pub- 





H.C. Hasprouck has spent most 
of his life in the field of public utility 
accounting. He was on the staff of 
the New York State Public Service 
Commission for thirteen years, dur- 
ing the last eight of which he headed 
the Accounting and Statistical divi- 
sion of its Albany office. Subsequent- 
ly he was a consulting accountant for 
the management of the old Associ- 
ated Gas and Electric System, dur- 
ing which time he was chairman of 
various accounting committees of the 
old National Electric Light Associa- 
tion, its successor the present Edison 
Electric Institute, and of the Amer- 
‘can Gas Association. For the past 
three vears he has been Accounting 
Director of the Edison Electric In- 
stitute. 

This paper was presented at a 
meeting of the Committee on Public 
Utility Accounting held on Decem- 
ber 4, 1947, at the Engineering 
Auditorium. 
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lic Utility Fortnightly for October 23, 
1947 ) would develop into a Procrustean 
tyrant who would stretch his victims 
on the bed of conformity at any cost 
to life or limb. 

To many of you, however, such fears 
will seem extreme, at least in refer- 
ence to the proposal for a standard “net 
plant” balance sheet to be imposed on 
electric and gas utilities. No doubt a 
fair proportion of those here tonight 
would say with a majority of the mem- 
hers of the Committee on Accounts and 
Statistics of the National Association of 
Railroad and Utilities Commissioners, 
‘Evervbody else is doing it; why don’t 
the utilities get in line?” 

What “Everybody else is doing’— 
and admittedly the convention is pretty 
generally followed among non-regu- 
lated enterprises—is to show on pub- 
lished balance sheets the gross cost of 
long lived plant and property less the 
amount of a depreciation reserve, some- 
times designating the resulting figure 
by the term ‘net plant” or its equiva- 
lent, sometimes without any caption, 
letting the result speak for itself, but 
always with the inference that cost less 
depreciation or “depreciated cost” has 
accounting significance. 

Perhaps it has. But the significance 
which attaches to it for enterprises 
whose prices and earnings are not fixed 
hy governmental authority is very dif- 
ferent from the significance that such 
a form of balance sheet would have 
for utilities subject to rate, or rather, 
income, regulation. 

From here on my paper will make 
liberal use of the language in “A Memo- 
randum Against the ‘Net Plant’ Form 
of Balance Sheet for Electric and Gas 
Utilities,” submitted by representatives 
of the Accounting Division, Edison 
Electric Institute, and the Accounting 
Section, American Gas Association, to 
the Committee on Accounts and Sta- 
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The “Net Plant’ Balance Sheet 


tistics of the National Association of 
Railroad and Utilities Commissioners. 
I shall adapt it to this audience, how- 
ever, and shall not hesitate at times to 
change its emphasis, although I ex- 
pect to keep to a point of view with 
which an overwhelming majority of 
accountants of the two industries have 
expressed their concurrence. 

The Committee on Accounts and Sta- 
tistics of the National Association of 
Railroad and Utilities Commissioners 
has been for some years at work ona 
“coordinated annual report form ac- 
ceptable to both state and federal au- 
thorities and adaptable to machine re- 
production.” Such an end, from the 
point of view of utilities subject to reg- 
ulation and required to make annual 
reports to regulatory authorities, state 
and federal, is obviously desirable, and 
utility representatives have offered 
their suggestions for the development 
of such a report form with the express 
purpose of making it as simple, prac- 
tical, and convenient as is possible. 

These efforts culminated in a report 
by the NARUC Committee to the an- 
nual convention of the National Asso- 
ciation held in Los Angeles, November, 
1946. This report recommended a re- 
vised form of annual report to be filed 
with regulatory agencies by electric and 
gas utilities in which a number of 
changes were embodied from the form 
previously recommended by the NAR- 
UC and adopted and prescribed by 
many or most state commissions as 
well as by the Federal Power Commis- 
sion. Not all of those changes were 
wholly acceptable to the accountants 
of the electric and gas industries, but 
the one which received by far the 
strongest opposition was, in the lan- 
guage of the 1946 report; “The trans- 
fer of amortization and valuation re- 
serves from the liability side of the bal- 
ance sheet to the asset side” which the 
report states is one of the two “major 
revisions” proposed. “The transfer of 
valuation and amortization reserves to 
the asset side of the balance sheet” is 
described in the report as a “step in 
the modernization of utility reporting.” 
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The recommendations of the Com- 
mittee’s 1946 report were not approved 
by the Los Angeles convention but on 
the advice of the Association’s Execu- 
tive Committee the matter was referred 
back for further study by the Commit- 
tee on Accounts and Statistics and by 
the member commissions of the Asso- 
ciation. The accountants of the electric 
and gas industries had prevfously ex- 
pressed to the NARUC Committee 
their feeling that they had not had suf- 
ficient opportunity to present their case 
against the proposed new form of bal- 
ance sheet, since up to that time the 
only industry spokesmen in the discus- 
sions about changes in the annual re- 
port form were a small committee of 
statisticians. This committee, it is true, 
had expressed vigorous opposition to 
the “net plant” balance sheet but felt 
that the question involved was pri- 
marily an accounting rather than a sta- 
tistical issue and asked the NARUC 
Committee to give the accountants an 
oportunity to be heard. 


One result of the action taken by 
the NARUC 1946 convention was the 
calling of a meeting in January, 1947, 
in Richmond, Virginia, at which rep- 
resentatives of the Edison Electric In- 
stitute’s Accounting Division and the 
American Gas Association’s Account- 
ing Section were invited to confer with 
the NARUC Committee and present 
their views. This they did, but without 
convincing a majority of the members 
of the NARUC Committee that the 
proposed change should not be made. 
In the words of the Committee’s 1947 
report to the Association; “On the 
proposition that a depreciation reserve 
that reasonably approximates the re- 
serve requirement should be deducted 
from the assets to which it relates in 
the presentation of the balance sheet, 
the committee is unanimously in the 
affirmative.” 


Nevertheless, the Association at its 
convention in Boston during July of 
this year laid on the table the Commit- 
tee’s 1947 report so that the “net plant” 
form of balance sheet will not be stand- 
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ard for electric and gas utilities for at 
least another year. 

The Committee’s 1947 report added 
no new arguments to their case for the 
“net plant” balance sheet. This whole 
case rests on three sentences contained 
in the 1946 report. They are: “Balance 
sheet presentations included in account- 
ing and financial texts, as well as those 
presented by enterprises outside of the 
public utility industry, have for many 
years provided for the deduction of 
so-called valuation reserves from the 
assets to which they relate. The reflec- 
tion of the reserves on the liabilities side 
of the balance sheet has been peculiar 
to public utility statements and is not 
considered by accounting authorities to 
represent the most logical arrangement 
of the accounts. Recently, the Interstate 
Commerce Commission has promul- 
gated revised uniform systems of ac- 
counts for electric railways and carriers 
by inland and coastal waterways; with 
balance sheet arrangements providing 
for the deduction of the reserves, re- 
ferred to, from the related assets, and 
such balance sheet arrangement has 
been contained in Interstate Commerce 
Commission annual report forms for 
motor carriers for several years.” 

To the implications of each one of 
the three sentences just quoted—and 
remember that in these three sentences 
the NARUC Committee on Accounts 
and Statistics has chosen to rest its en- 
tire case—the accountants of the elec- 
tric and gas industries vigorously dis- 
sent. 

Let us take the first sentence, “Bal- 
ance sheet presentations included in ac- 
counting and financial texts, as well as 
those presented by enterprises outside 
of the public utility industry, have for 
many years provided for the deduction 
of so-called valuation reserves from the 
assets to which they relate.” This state- 
ment implies that balance sheet forms 
used as illustrations in “accounting and 
financial texts,” most of which have 
been written by persons concerned pri- 
marily with financial statements of un- 
regulated manufacturing and commer- 
cial enterprises, and the balance sheet 
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forms employed in the published finan- 
cial statements of unregulated enter- 
prises, are a fair criterion of what the 
financial statements of regulated elec- 
tric and gas utilities should be. This we 
deny. The form of balance sheet state- 
ment followed heretofore by such util- 
ities and by the government bodies 
which regulate them is not an anachron- 
ism or an attempt at concealment. It 
is a natural development from the pe- 
culiar nature of utility enterprises sub- 
ject to regulation which has been stand- 
ard for more than twenty-five years. 
“Depreciation” reserves of unregulated 
industries may be “so-called” valuation 
reserves, but whether they are or not 
is of little importance. Most independ- 
ent accountants would agree, we be- 
lieve, that they are not true “valuation” 
reserves. The deprecation reserves of 
electric and gas utilities as defined in 
the text of the uniform systems of ac- 
counts prescribed by state and federal 
regulatory authorities are definitely not 
valuation reserves. But to show them 
as deductions from the plant account 
will lead a great many persons who con- 
sult financial statements filed by public 
utilities with regulatory authorities to 
assume that the reserves are “valua- 
tion” accounts and to draw the wholly 
unwarranted conclusion, which of 
course no accountant worthy of the 
name would attempt to justify, that the 
plant account less the depreciation re- 
serve represents the “depreciated value” 
of the plant. 

The second sentence in the NARUC 
justification for its proposal reads: 
“The reflection of the reserves on the 
liabilities side of the balance sheet has 
been peculiar to public utility state- 
ments and is not considered by account- 
ing authorities to represent the most 
logical arrangement of the accounts.” 
Such “reflection of the reserve on the 
liabilities side of the balance sheet’’ has 
been to a very considerable extent pe- 
culiar to public utility statements for 
excellent reasons inherent in the na- 
ture of regulated utilities. We believe 
it is considered by independent account- 
ing authorities most familiar with pub- 
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The “Net Plant” Balance Sheet 


lic utility accounting problems to be 
a logical, natural, and informative type 
of statement, making the fullest dis- 
closure of significant facts in their 
proper relations. 

I‘inally, the committee’s report as- 
serts “Recently, the Interstate Com- 
merce Commission has promulgated re- 
vised uniform systems of accounts for 
electric railways and carriers by in- 
land and coastal waterways; with bal- 
ance sheet arrangements providing for 
the deduction of the reserves, referred 
to, from the related assets, and such 
balance sheet arrangement has been 
contained in Interstate Commerce Com- 
mission annual report forms for motor 
carriers for several years.” What the 
Interstate Commerce Commission has 
done in the case of electric railways and 
carriers by inland and coastal water- 
ways should not, we believe, be con- 
trolling in the case of electric and gas 
utilities. We are inclined to believe, 
however, that the Interstate Commerce 
Commission may itself have been mis- 
led by the assumption that an account- 
ing convention which has grown up in 
the presentation of balance sheet state- 
ments by non-regulated enterprises 
without very much consideration be- 
cause it has no great significance for 
them, has a universal authority. This 
assumption is advanced as the principal 
argument for the proposed change in 
the committee’s report. In the case of 
motor carriers with their relatively high 
investment in relatively short-lived 
plant a depreciation reserve may ap- 
proximate the nature of a true valua- 
tion reserve and the confusion between 
cost and value which is the essential 
vice of the “net plant” form of balance 
sheet is of little practical significance. 

In the NARUC Committee’s report 
and in its discussions of its proposal, 
the inference is repeatedly drawn that 
the “net plant” balance sheet is a “mod- 
ern” form of financial statement and 
that the form now prescribed for elec- 
tric and gas utilities by regulatory au- 
thorities is obsolescent. Presentation of 
the reserve for depreciation on the right 
hand side of the balance sheet, with ade- 
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quate footnotes as to the basis on which 
plant is stated and as to the basis of 
provisions for depreciation, certainly 
does no violence to any fundamental 
concepts of accounting. If the proposed 
change is to be justfiied as “a step in 
the modernization of utility reporting,” 
it must be supported by arguments 
stronger than the assumption that the 
“net plant” form of balance sheet is 
“modern” and the “broad” form with 
the depreciation reserve shown on the 
liability side, is obsolescent. The latter 
form is, if anything, more “modern” 
than the “net plant” form. It was pre- 
scribed for gas and electric utilities in 
the uniform systems of accounts rec- 
ommended for adoption by the NAR- 
UC in 1936 and since made standard 
by practically all regulatory authorities, 
although at that time the use of the 
“net plant” form by unregulated in- 
dustry and its employment in the il- 
lustration of accounting texts were 
about as common as they are today. It 
is, therefore, fair to conclude that the 
NARUC considered the “broad” form 
of balance sheet more up-to-date in 
1936 than the form which is now put 
forward as “modern” but was already 
in common use by industrial and com- 
mercial enterprises more than ten years 
ago. 

Some of you may still feel that cost 
of plant less depreciation reserve, nev- 
ertheless, has a significance which justi- 
fies the use of such a figure on pub- 
lished balance sheets. You may have 
considerable sympathy with the argu- 
ment with which the utility accountants 
were confronted in their conferences 
with members of the NARUC commit- 
tee, that if depreciation accounting is a 
process of regularly transferring capi- 
tal cost to operating cost—‘writing 
off’ an investment with approximate 
regularity over its anticipated service 
life—there should be no objection to 
showing, at any particular moment, how 
much of the capital cost had been so 
written off. 

Well, if that were all there was to it 
the utility accountants would have no 
serious objection to the “net plant” 
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balance sheet. But depreciation re- 
serves of public utilities do not repre- 
sent recovered investment. The inves- 
tor in a utility enterprise does not get 
his money back through depreciation 
charges; and unless the management 
oi the enterprise is able to reinvest im- 
mediately the assets represented by the 
credits to depreciation reserve, in such 
a way as to create additional earning 
power, the amount written off periodic- 
ally to expense for depreciation will 
not benefit the investor. On the con- 
trary, if his income from the enterprise 
is limited by governmental authority 
to a “fair return” on plant cost less 
depreciation, the amount charged for 
depreciation will actually decrease the 
investor’s equity. 

The utility accountant feels, with 
reason, that plant cost less deprecia- 
tion will produce a figure that will be 
misleading to a large proportion of 
those who use a balance sheet showing 
such a figure. Either the assumption 
will be that such a figure is an account- 
ing device for adjusting cost of plant 
down to present “value’”—an assump- 
tion perhaps unconsciously implied in 
the NARUC committee’s reference to 
a depreciation reserve as a “valuation” 
reserve—and that the investor cannot 
reasonably ask to earn more than a fair 
return on such “value”; or it will be 
assumed that the investor has some- 
how had part of his capital returned to 
him through depreciation charges and 
therefpre has the right to ask for earn- 
ings only on a correspondingly dimin- 
ished capital investment. Neither of 
these assumptions is necessarily true. 
As a practical matter, both are usually 
false. But either, if acted on in a rate 
fixing procedure, may seriously injure 
the credit of a utility enterprise and 
ultimately drive private capital from the 
utility field. 

We utility accountants frankly admit 
that we are concerned about the “net 
plant” balance sheet, primarily because 
of the misuse that we think will be made 
of it to appear to justify limitation of 
earnings below the point where invest- 
ment in the industry will be attractive 
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to private capital. But because it means 
so much to us we have perhaps done a 
little more thinking about it than ac- 
countants have had occasion to do who 
are concerned principally with enter- 
prises whose*earnings are not regulated 
by government, and we have come to 
the conclusion, which will perhaps 
shock some of you, that even for freely 
competitive business the _ so-called 
“modern” form of balance sheet in 
which depreciation reserves are shown 
as a deduction from plant account, does 
not, as claimed by the NARUC Com- 
mittee in its report, “represent the most 
logical arrangement of the accounts.” 
Indeed, we think the burden of proof 
is not on the utilities to show why they 
do not use a “net plant” balance sheet, 
but on business generally to show why 
it does not follow the present practice 
of electric and gas utilities. For it may 
seriously be questioned whether the de- 
duction of depreciation reserve from 
the plant account on the balance sheet 
is generally understood by most of those 
who use such statements in the way 
that accountants understand it, as a 
conventional method of showing the 
unamortized balance sheet cost of fixed 
assets not yet charged to expense. 
Rather, a large proportion of those who 
consult published balance sheets think 
of depreciation reserves not as account- 
ants do, as a conventional measure of 
amortized cost, but in very truth, as 
measuring a loss in value comparable 
to a reserve for bad debts. 

That the misleading significance of 
this form of balance sheet has not had 
more thought from professional ac- 
countants may be attributed to the fact 
that for other than regulated public utili- 
ties the plant account, or fixed assets ac- 
count, is of relatively little significance. 
Current, rather than fixed, assets are 
emphasized in the balance sheets of 
such enterprises. The cost or value of 
plant has little practical importance. 
Earning power is what counts, and 
‘arning power of non-regulated enter- 
prise does not depend directly on cost 
of plant. For public utilities, on the 
other hand, where the investment 
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The “Net Plant’ Balance Sheet 


“turns over” only once in perhaps five 
or six years, the plant account is the 
most important item on the balance 
sheet, and is invariably stated first. Its 
meaning should not be distorted or con- 
fused by any deduction other than a 
true valuation reserve, intended to in- 
dicate an excess of book cost over cur- 
rent value. Such reserves, of course, 
are practically non-existent today. 
Utility accountants have often been 
accused by accountants of regulatory 
agencies of a desire to “eat their cake 
and have it too,”’ because they will not 
agree unreservedly to “cost less depre- 
ciation’ as a base for calculating the 
maximum allowable earnings. We wish, 
sO Our Opponents say, to count the in- 
vestor’s dollar twice—once aS a com- 
ponent of capital cost and once as cost 
{ operation. This is an unwarranted 
listortion of our position. Under cer- 
tain conditions cost less depreciation 
can produce a rate base a fair return 
on which will satisfy investors in pub- 
lic utility enterprises. If the deprecia- 
tion reserve has been built up by 
charges which have been recognized by 
rate making authorities as legitimate 
operating costs; if the assets repre- 
sented by the reserve have been prompt- 
ly reinvested in new plant; and if there 
has been no significant change in the 
purchasing power of the unit of value; 
then cost less depreciation can be a 
fair rate base. For example, let us sup- 
pose a utility enterprise with a plant 
costing one million dollars, all of which 
is represented by outstanding securities 
in the hands of investors. Then let us 
suppose that over a period of years 
charges for depreciation, all of which 
have been accepted by regulatory au- 
thorities in fixing rates as legitimate 
perating costs, have built up a reserve 
of two hundred thousand dollars, and 
let us further suppose that this reserve 
is represented by additions and better- 
ments to plant so that the plant ac- 
count stands at one million two hun- 
dred thousand dollars. Then plant less 
depreciation reserve equals one million 
dollars, the initial investment; and if 
rates are fixed to permit what is agreed 
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upon as a fair rate of return on a million 
dollar investment, and there are no 
complications arising from variations in 
the unit of value, cost less depreciation 
reserve gives a satisfactory rate base. 


Public utility accountants generally 
are not disposed to take issue with the 
economics of such a procedure, nor 
would they have any strong grounds for 
objection to the “net plant” balance 
sheet if it always recorded a set of facts 
such as those in the above illustration, 
even though they might prefer as a 
matter of principle the balance sheet in 
which plant account and depreciation 
reserve are shown “broad”. However, 
they insist that plant cost less deprecia- 
tion cannot be used indiscriminately, or 
even generally, as a formula for de- 
termining the “rate base” which in turn 
fixes the limit of earning power. 


In the 1943 report of the NARUC 
Committee on Depreciation it is con- 
tended that the reserve . 


“represents that part of the cost 
of depreciable property still in 
service which has been charged to 
expense under the belief that an 
equivalent amount of service life, 
capacity, or utility has been used 
up in operations. Thus, when one- 
third of the service’ life, capacity, 
or utility of a machine has been 
used up, the reserve for deprecia- 
tion should contain (assuming no 
salvage value) an amount equal to 
one-third of its cost. Accordingly, 
a proper reserve for depreciation 
reflects the cost of exhausted, ex- 
pired, or diminished service life, 
capacity, or utility of depreciable 
property still in service. 


This concept of the depreciation ac- 
counting convention is altogether too 
narrow and rigid. According to the def- 
inition preferred by the Committee on 
Accounting Procedure of the American 
Institute of Accountants in their Ac- 
counting Research Bulletin No. 20 is- 
sued in November, 1943, “Depreciation 
accounting is a system of accounting 
which aims to distribute the cost or 
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other basic value of tangible assets over 
the useful life of the unit (which may 
be a group of assets) in a systematic 
and rational manner. It is a process of 
allocation, not of valuation.” This defi- 
nition does not imply that the amount 
of the depreciation reserve measures or 
“reflects” the cost of expired capacity 
for service. There is no precise meas- 
sure of expired capacity for service and 
while experienced managers of public 
utility enterprises can make reasonable 
estimates, within rather wide limits of 
error, of what that “expired capacity” 
is at any given moment in terms of 
plant cost, no mathematical projection 
of past experience into the future can 
show with any practical degree of ac- 
curacy how much of the aggregate serv- 
ice capacity represented by the cost of 
existing plant has actually “expired” at 
a date certain. 

If for many years past all public 
utility enterprises had followed a sim- 
ilar “systematic and rational” formula 
for charging off “depreciation”, there 
might be some significance in showing 
on the balance sheet the cost of plant 
in service, the amount of the deprecia- 
tion reserve, and the excess of one over 
the other. Even then the net figure 
would not represent the cost of “unex- 
pired service capacity.” It would sim- 
ply be plant cost not yet allocated or 


distributed in accordance with what- 
ever formula had been followed. But 
existing depreciation reserves are the 
product of no such uniform formula and 
a balance sheet presenting the deduction 
of the depreciation reserve from the 
plant account would merely imply a 
universal relationship between reserves 
and plant which does not in fact exist. 

Whether or not it is true, as stated 
by the NARUC Committee on Ac- 
counts and Statistics, that the reflection 
of depreciation reserves on the liability 
side of the balance sheet “is not con- 
sidered by accounting authorities to 
represent the most logical arrangement 
of the accounts,” it is certainly true to- 
day that the arguments of the Commit- 
tee on Accounts and Statistics failed to 
convince the NARUC at its convention 
held in Boston last July and the resolu- 
tion of the committee for approval by 
the convention of a new form of an- 
nual report to include the “net plant” 
balance sheet was laid on the table for 
another year. If the battle is renewed 
next year it is my hope that independ- 
ent accountants generally will have a 
better understanding of the utility ac- 
countants’ point of view and. will 
lend them some support if they again 
have to struggle against being forceably 
laid in a bed of Procrustes. 


unless we act 
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Some Accounting Aspects of the Death 
Sentence in the Public Utility 
Holding Company Act 


By Georce M. Haywarp, C.P.A. 


she “Death Sentence” to public utili- 
ty holding companies—thus aptly 
described by Wendell Willkie—is con- 
tained in Section 11 (b)(1) of the 
Public Utility Holding Company Act 

vf 1935. 

This section reads as follows: 

“(b) It shall be the duty of the Commis- 

sion, as soon 4s practicable aiter January 1, 
Q2e. 
(1) To require by order, after notice 
and opportunity for hearing, that each 
registered holding company, and each 
subsidiary company thereof, shall take 
such action as the Commission shall find 
necessary to limit the operations of the 
holding-company system of which such 
company is a part to a single integrated 
public-utility system, and to such other 
businesses as are reasonably incidental, 
or economically necessary or appropriate 
to the operations of such integrated 
public-utility system: Provided, how- 
ever, That the Commission shall permit 
a registered holding company to continue 
to control one or more additional inte- 
grated public-utility systems, if, after 
notice and opportunity for hearing, it 
finds that— 

(A) Each of such additional systems 
cannot be operated as an independent sys- 
tem without the loss of substantial econ- 
omies which can be secured by the re- 
tention of control by such holding com- 
pany of such system; 
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(B) All of such additional systems are 
located in one State, or in adjoining 
States, or in a contiguous foreign coun- 
try; and 

(C) The continued combination of 
such systems under the control of such 
holding company is not so large (consid- 
ering the state of the art and the area 
or region affected) as to impair the 
advantages of localized management, ef- 
ficient operation, or the effectiveness of 
regulation. 

The Commission may permit as reason- 
ably incidental, or economically neces- 
sary or appropriate to the operations of 
one or more integrated public- utility sys- 
tems the retention of an interest in any 
business (other than the business of a 
public-utility company as such) which 
the Commission shall find necessary or 
appropriate in the public interest or for 
the protection of investors or consumers 
and not detrimental to the proper func- 
tioning of such systems or systems.” 


It may be noted that Section 11(b) 
(2) also constitutes a death sentence 
in a situation where the corporate struc- 
ture and continued existence of a sub- 
holding company is held by the Securi- 
ties and Exchange Commission to un- 
fairly and inequitably distribute voting 
power among security holders of the 
holding company system and unduly 
and unnecessarily complicate the struc- 
ture of such system. 

Inasmuch as the accounting prob- 
lems which arise as the result of a dis- 
solution order under Section 11(b) (2) 
are practically identical with those aris- 
ing under Section 11(b) (1), in these 
remarks no distinction will be made be- 
tween them. 

The basic and pervasive change in 
the affairs of a company in process of 
dissolution naturally relates to the ap- 
plication of those accounting principles 
and practices which are predicated upon 
an enterprise being a going concern. In 
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the case of a going concern its financial 
statements may be considered not only 
indicative of the present financial con- 
dition and current results of operations 
but also generally as an index as to the 
future. Such is not the case with a pub- 
lic utility holding company. [ven 
though such a company is scheduled 
for contraction to a single geographic- 
ally and economically integrated com- 
pany rather than for extinction alto- 
gether its capital structure must con- 
form to the old rule of cutting your 
garment according to your cloth. Hold- 
ing company income from subsidiaries 
becomes restricted or disappears with 
obvious effect upon preferred stock div- 
idends and even fixed charges, and col- 
lapse of the capital structure of the 
holding company becomes inevitable. 
Plans for conformance with the re- 
quirements of Section 11, therefore, in 
their earlier stages, ordinarily provide 
for liquidation or distribution of some 
part of the investments of the holding 
company as a means of retiring its long- 
term debt and preferred stocks. Once 
this train of events starts, not only 
does income regularly received over a 
period of vears become nonrecurring 
but expenses for legal and other pro- 
fessional services become abnormally 
high, expenses of officers and employees 
increase sharply due to protracted hear- 
ings and frequent journeys to Philadel- 
phia, and fixed charges on long-term 
debt decrease and become nonrecur- 
ring. 

Various steps in the dissolution of a 
holding company, particularly as to the 
reflection of the transactions in its ac- 
counts, will now be reviewed. The pro- 
tracted and intricate proceedings which 
precede the consummation of these 
steps will be largely ignored. However, 
as a matter of interest it may be men- 
tioned that thev have given rise to tens 
of thousands of pages of testimony and 
thousands of exhibits, not to mention an 
incalculable increase in the consump- 
tion of aspirin tablets. 

The accounting problems can _ per- 
haps best be presented, or suggested 
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by considering a somewhat typical sit- 
uation. In these dissolution proceedings 
the holding company (called Company 
H) was in a strong financial condition 
at the start and had retired or was 
able to retire approximately all of its 
outstanding long-term debt with cash in 
its treasury. The retirement of its pre- 
ferred stock was provided for initially 
by an exchange plan whereby com- 
mon stock of a major subsidiary was 
delivered to preferred stockholders on 
a basis approved by the Securities 
and Exchange Commission. On that 
basis the realized value of the shares 
delivered was equivalent to the amount 
at which the preferred stock was stated 
in Company H capital stock account 
but substantially in excess of cost. The 
excess was credited to earned surplus. 
When the exchange offer expired more 
than 50% of the common stock of the 
subsidiary had been delivered to pre- 
ferred stockholders, and inasmuch as 
the company had been ceased to be a 
majority owned subsidiary, its accounts 
were no longer included in the consoli- 
dated statements of Company H. The 
remaining shares of the common stock 
of the subsidiary were later sold and 
a considerable profit also recorded as 
a credit to earned surplus. The pro- 
ceeds together with other cash were 
used to retire the remaining outstand- 
ing preferred stock of Company H at 
so-called liquidating value of $100 a 
share. Inasmuch as the no-par pre- 
ferred stock was stated in capital stock 
account at less than the liquidating 
value the difference was treated as a 
premium and charged to capital surplus 
to the extent that such surplus was 
available and the remainder charged 
to earned surplus. Divestment by Com- 
pany H of its holdings in this one sub- 
sidiary, where complications were rel- 
atively few, took a!most two years. 


Divestment by Company H of its in- 
vestments in other major subsidiaries 
occurred about three years later after 
further lengthy proceedings relating to 
such matters as contributions by the 
holding company to capital of such sub- 
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sidiaries, rearrangement of  subsidi- 
aries’ capital structures to conform to 
the requirement of Secticn 11(b) (2) 
ind various accounting adjustments re- 
juired by Federal and State regulatory 
\uthorities. One interesting and com- 
prehensive plan along this line in- 
volved, among other things, debt re- 
funding, retirement of about 25% of 
the outstanding preferred stock and the 
exchange of the remaining old pre- 
ferred shares for a new issue of pre- 
ferred, the issuance to the holding com- 
pany of rights to subscribe to the com- 
mon stock of the operating company 
with the understanding that such rights 
would be distributed by the holding 
company to its common stockholders 
and that the holding company would 
surrender as a capital contribution a 
substantial part of its holdings of old 
‘ommon stock in the operating com- 
pany. Upon consummation of the plan 
Company H held only about 25% of 
the voting stock of the operating com- 
pany whereas it had previously owned 
ver 75% of such stock and almost 
100% of the common. The surrender 
of the old stock by Company H and 
the issuance of the new common, upon 
exercise of the rights of the stockhold- 
ers of Company H, was effectuated si- 
multaneously and presented a some- 
what involved problem as to the effect 
upon investments, earned surplus and 





capital accounts of Company H. If the 


receipt, distribution to stockholders, 
and exercise of the rights were con- 
sidered as a separate transaction, or 
series of transactions, there would have 
heen a measurable dilution of the hold- 
ng company’s equity, requiring the 
recognition in its accounts of a reduc- 
tion in its investment account and 
arned surplus as representing a dis- 
ibution or transfer of a portion of 
ts equity to its stockholders, but when 
these were coupled with a reduction in 
the holding company’s equity by rea- 
son of concurrent surrender of old com- 
ion stock and the simultaneous estab- 
lishment of an adjusted common stock 
quity on the books of the subsidiary 
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resulting in part from accounting ad- 
justments affecting plant and capital 
accounts of the operating company as 
of the date of organization, the prob- 
lem proved to be exceedingly difficult. 
The solution, however, was an inter- 
esting example of cutting the Gordian 
Knot. Inasmuch as the common stock- 
holders of Company H owned whatever 
equity existed, and no dividends other 
than liquidating dividends were pos- 
sible, all the Company H accounts rep- 
resenting common stock equity were 
grouped and after valuing at market 
quotations the shares of common stock 
of the operating company retained bv 
the holding company, the excess of 
ledger value of the original investment 
was applied as a blanket reduction of 
the common stock equity. In Company 
H balance sheet this equity was then 
stated to be subject to realization of 
the Company’s assets at values stated 
in its balance sheet. 


During the ensuing year the major 
part of the dissolution program of Com- 
pany H was consummated by the dis- 
tribution to stockholders of all but a 
minor portion of its investments in 
subsidiaries and the common stock 
equity was reduced by the amount of 
the ledger value of the investments 
distributed. 

When viewed in retrospect the dis- 
solution of this company over a period 
of years presents a somber and dis- 
heartening picture. A virile corporate 
entity has become impotent. This com- 
pany was in unusually sound financial 
condition and had an unbroken dividend 
record on its common stock until af- 
fected by the impact of the public utility 
holding company act. Then its income 
dwindled, its surplus was restricted and 
its earning power taken away by the 
loss of its investments in subsidiaries. 
At the same time the record shows that 
the former subsidiaries after divest- 
ment have been regularly paying divi- 
dends on their common stocks and are 
showing increasing revenues and a de- 
mand for their output which even now 
extends their capacity to the limit. 
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The accounting aspects of the death er aspects present a sinister spectacle 
sentence inevitably reflect attrition and of insensate waste, the futile sacrifice 
demolition, a drab, uninspiring picture, of human productivity and attainment 
but to me as an observer and participant under the wheels of a politically con- 
in some of these proceedings, the broad- ceived Juggernaut. 


AN ADIRONDACK VIEW 


We, in the State of New York, are in the midst of a nice cold war this winter—there is 

a state-wide argument going on te settle, or partly settle, who is going to pay the cost of 
educating our kids. This war is getting hotter every day, perhaps it will get hot enough to 
thaw the snow off the Saranac Inn golf course by the time we confer there in June. Perhaps 
you will get tangled up in a skirmish in your city, town or hamlet. We suspect that one of 
our members will get into the fray at a meeting tomorrow night. If he does, he is apt to 
say something like the following. Perhaps you can use it for your speech. 

1. Passing the tax-buck is an old American pastime. We fought the Revolutionary War 
to put this game into our system of life. Since then we have had to do the passing 
among ourselves. The technique is for one group to pass the tax to another group 
before the other group knows the game has: started. Meanwhile, by means of a 
screened pass, the first group probably finds itself on the receiving end of a different 
tax. The game is made slightly complex by the fact that each of the taxpayer-players 
is usually a member of both groups at the same time. - 

?, And nobody ever sticks up his hand to take the pass. No, we always try to pass the 
tax along—up the line, if we are down the line; and down the line if we are up the 
line. But when the smoke of battle has settled, and the hot potato has come to rest, 
we, the people, pay the tax. The State doesn’t; governments, large or small, do not 
produce wealth, only its people do that little chore. So the only problem is—How 
should the cost of education be scattered around? 

Should it be on a basis of the shelters that other folks own, or on some other 
basis, like the income other folks have? To really play the tax-pass game we must pass 
this tax to someone else, even if that someone else is ourselyves—looking the other way. 





3. Sure, this could be settled by getting experts to survey the problem and report in 
sixty-five volumes after a five year study. But experts always come from offices in 
tall buildings with fancy furnishings; and the grass-root people don’t rate them high 
in popularity contests. So the school tax question is going to be settled, sooner or 
perhaps later, by the folks up-state, that is north of Sing-Sing or Central Park, or 
some such distinguished dividing point. 


Well, you can finish your own speech, if you need to make one, and you probably do. 
We know what we think. In spite of the $50 assessed value of the lot we own, and never 
could find, on the side of Mt. Pisgah, we say, “Here we are, tax us”. That’s a clear-cut con- 
clusion, isn’t it? No? Perhaps a punched card put through the machine will give the answer 
correctly and swiftly! 

Leonard Houghton, C.P.A. 


President et al., Adirondack “Chapter 
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Examination and Control of Stores 


Accounting for Operating Public Utilities 
By S. E. Santos, C.P.A. 


Foreword: 


In contrast with the intrinsic nature 
/f unit cost systems employed by indus- 
trial concerns in connection with their 
production activities, a public utility 
company passes on the cost of its ma- 
terials to the consumer ultimately by 
vay of depreciation. 

For this reason, stores controls of 
a utility company differ somewhat from 
those of other industries, although they 
are no less important. Any distortion 
in the proper handling of materials by 
the storeroom will eventually have a 
compensating effect on its operations in 
much the same way as in any other 
industry. 

Considering that often the second 
largest item on the asset side of a 
Balance Sheet of an operating public 
utility company is represented by the 
Materials and Supplies Account, the 
item is significant and yet is one that 
has not been given the fullest consider- 
ation. 

This may be attributed to the lack 
Mf sufficient verification and control 
which must be established at the lower 
level of operations, requiring consider- 
ible amount of time and effort in order 
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to arrive effectively at a true agreement 
between the money value shown on 
the Balance Sheet and the materials on 
hand representing this value. 

Therefore, we have two points for 
discussion in connection with the han- 
dling of stores accounting and the veri- 
fication of its balance. One relates to 
its operations, whiclf should be main- 
tained by proper systems and controls, 
and the other refers to the verification 
of the balances by means of physica! 
inventories. 


Operations: 


To facilitate the proper handling and 
control of the stores accounts, materials 
should be classified by such depart- 
ments and types of materials as may 
be required by each particular operat- 
ing unit or company, and the actual 
materials in stock should be stored by 
departments in the order of frequency 
in use. 

Many accounting discrepancies may 
be attributed to poor storeroom house- 
keeping. If materials are not properly 
stored in an orderly fashion, and receipt 
and return of materials are improperly 
cared for, without any attempt at segre- 
gation, it would not be long before the 
entire stock is so disorganized that its 
operation becomes hopeless. 

Therefore, an orderly storeroom or 
storeyard, with all its material properly 
stocked and classified should be the first 
prerequisite of any good stock control. 

3ins and floor materials should be 
arranged in the order of their useful- 
ness. Materials which are constantly 
called for, should be stored near the 
issuing entrances and those which are 
less active should be stored away from 
the line of traffic. 

Materials which are used so fast that 
the containers in which they come are 
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being emptied constantly, should be left 
in their original containers ready for 
use, rather than having them trans- 
ferred to the bins before they are issued. 

Special materials purchased for a 
specific job should be sent directly to 
the job although the accounting should 
be handled by the storeroom responsible 
for the entire operation. 

Materials that have been issued but 
remain in the storeroom, and those re- 
turned for which no credit has yet been 
given, materials stored for safekeeping, 
or those which are damaged, or any 
other materials which in any way are 
not a part of the stock, should be tagged 
and a proper reference inserted therein 
so that there will be no questions as to 
their identity. 

Unattended small stockrooms should 
be kept on an “Imprest Balance” basis 
and a list of the materials should be 
kept in these storerooms. All requisi- 
tions drawing materials from these 
storerooms should be on a replenish- 
ment basis. 


Purchasing: 

The purchasing department should 
be independent of the stores depart- 
ment as much as possible insofar as 
control of materials is concerned. Its 
activities should be confined to the pur- 
chase of materials in accordance with 
the authority granted by the manage- 
ment and the policies of each particular 
company. 

Some purchasing departments have 
full discretionary powers to purchase 
all the materials, while others do not. 
In cases where construction requires 
the approval of the Board of Directors 
by stages or specified amounts, the 
officer or committee in charge of con- 
struction should pass this authority to 
the purchasing agent in writing, so that 
it will be in accord with the action 
taken by the Board. 

Special contracts for specific large 
jobs, such as power houses, substations 
and similar projects requiring large 
purchases, should be authorized sepa- 
rately and segregated from other cur- 
rent purchases, so as to facilitate the 
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determination of their progress and to 
obtain the final cost in compliance with 
the original agreements. 

In this respect, budget requirements 
should be taken into consideration, and 
periodic reports of purchases should 
be routed to the Treasurer’s office in 
order to correlate their control. 

It is the Purchasing Department’s 
responsibility to obtain the lowest pos- 
sible price on all materials purchased 
consistent with engineering standards, 
and it should be the duty of the Comp- 
troller’s Office to see that these prices 
are correct. All quantity, cash, or any 
other discounts should be obtained by 
the department in the general account- 
ing office which approves invoices for 
payment. 

The Purchasing Department should 
maintain a summary record of materials 
on hand and commitments on future 
purchases, showing the approximate 
date of receipt of materials, for at least 
the major items of stock having a large 
turn-over. 

This “commitment register” should 
be coordinated with the materials re- 
quired by the lay-out man and the engi- 
neering department in order to fore- 
cast future requirements well in ad- 
vance and to avoid over-purchasing. 
This register, will also serve as a con- 
trol to see that proper balances for 
each type of material are maintained 
at each storeroom in accordance with 
their future needs. 


Receipt of Materials: 

Ordinarily, materials received by the 
storekeeper are either recordéd in a 
receiving report or else are checked-off 
against a copy of the purchase requisi- 
tion or purchase order. Partial receipt 
of material should be posted on these 
reports and dated currently. 

When all materials in an order are 
finally received, a copy of the order and 
requisition is sent to the voucher section 
for payment and should be properly 
signed by the storekeeper. 

There is a divergency of opinion, as 
to whether or not a copy of the invoices 
should be made available to the store- 
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keeper for comparison and pricing or 
whether this function should be per- 
formed by someone else. In either case, 
all materials kept in the storeroom 
should be carried by quantities only, 
leaving the pricing and extensions for 
the stores accounting department in the 
general office. 

Of the various methods employed to 
value cost of materials, the “weighted- 
average’ method seems to be the most 
adaptable to the public utility industry, 
because it averages the actual costs to 
the company; any materials returned, 
when dismantling plant or property, are 
taken back into stock at their useful eco- 
nomic value and not their sales value. 


Vouchering : 

The passing and approving of in- 
voices should be accomplished by the 
Voucher Department upon the presen- 
tation of the original invoice and all 
relative data properly approved. 

Copies of all purchase requisitions 
and purchase orders should be made 
available to this department, which 
should have a complete control of their 
issuance by accounting for their nu- 
merical sequence. 

The Vouchers Payable Department 
should also have a complete collection 
of all catalogues and price lists used by 
each company, for reference purposes. 

Adequate provisions should be had 
to control, freight, cartage and other 
handling charges, as these types of cost 
are sometimes disbursed by other than 
the storekeepers. When miscellaneous 
charges of this nature are payable in 
this manner, it would be advisable to 
have proper reference made of the ma- 
terial to which they apply, including 
the purchase order number. 


Requisitions: 


That no materials be issued without 
a properly authorized requisition, 
should be a cardinal point of any good 
stores control. 

Borrowing or exchanging materials, 
or taking materials from the storerooms 
on periods of emergencies without a 
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proper record, will disrupt the efficiency 
of the storeroom routine and will soon 
become a habit difficult to control if 
allowed to continue for any length of 
time. 

Every storekeeper should have a 
complete list of all employees authorized 
to issue requisitions and all such 
requisitions should be properly exe- 
cuted and signed before any material 
is released. The purpose for which the 
material is to be used should be stated 
therein, giving the work order number 
and where the material is assigned. 

All requisitions should be pre- 
numbered in order to account for all 
copies issued and their form should be 
so designed as to facilitate their prepa- 
ration. Some companies have requisi- 
tion forms printed by functions of each 
department with the description and 
code number for each class of material 
and a provision for unusual irregular 
items. Copies of requisitions should be 
distributed to every department affected 
in its operations, and should not be 
held up unnecessarily. 

A set policy should be formulated 
and strictly adhered to in respect to 
emergency orders and these should be 
reduced to a minimum. 

All claims for defective and damaged 
materials should be sent directly to the 
general stores accounting department 
and these should be matched against 
the advice of material shortages in the 
receiving reports of the storekeepers. 


Examination: 

A comprehensive examination of 
store balances by means of physical in- 
ventories can best be accomplished by 
segregating the stores accounts into two 
main categories; Materials and Sup- 
plies, and Fuels. 

This segregation becomes necessary 
because the line of responsibility for 
these two types of materials rests with 
two different departments and their op- 
erations are independent from one an- 
other, 

As mentioned hereinbefore, all ma- 
terials and supplies are managed and 
controlled by the storekeepers in their 
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tive storerooms, and issues made 
y authorized requisitions, 
e managed and controlled 
ower engineer or superin- 
each plant. Their 
operation is a continuous process and 
its consumption is controlled by means 
of the measuring devices of each plant. 
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tendent 
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in charge of 


Materials and Supplies: 

In order to epee a propet examina- 
tion of materials rap supplies the audi- 
tor is interested in the following gen- 
eral questions : 

1. Are detail store ledgers in balance 
with the storerooms and the general ledger 
control ? 

2. Is the physical stock in agreement 
with the books ? 

3. Are prices, at which the stores are 
carried on the books, consistent with cost 
maintained in accordance with company 
policy ¢ 

4. Are receipts and issues of stores being 
properly recorded and are correct distribu- 
tions being made for issues? 


To cover the above points, it will be 
necessary to make test-checks of bal- 
ances, physical stock, unit prices, and 
also to examine the accounting records 
for mathematical accuracy and correct- 
ness of procedure. 

When making such tests, it is essen- 
tial that the auditor should have full 
control of the entire physical count 
while it is being taken and that he 
thoroughly understands the methods to 
be followed, location of storerooms, and 
the dates upon which each group of 
materials will be actually counted. 

The extent of testing and sampling 
will depend entirely upon the size of the 
organization and the number of audi- 
tors available to witness the counts. 

If a one hundred percent attendance 
at all the storerooms is not possible, 
the auditors should alternate their test- 
checks to different storerooms on dif- 
ferent occasions, and give greater em- 
phasis to those storerooms having 
sreater volume, or those where stocks 
have changed considerably since the 
last examination. 

It would be advisable if 


the verifica- 


tion of materials in the storerooms or 
sections thereof being witnessed is fol- 
lowed to its conclusion and that items 
of reconciliation are fully examined. 
Where this procedure is followed, the 
auditor should make the necessary ar- 
rangements with the general stores ac- 
counting department, in order that the 
hook balance figures be sent directly to 
him for comparison with the physical 
inventory, rather than send them to 
the storekeepers. 

In some instances and particularly 
where storerooms are large with diver- 
sified stock items, it would be helpful 
if tags were used to facilitate the count- 
ing and classification of the inventory. 
These tags should be prenumbered and 
the auditor should account for every 
tag issued, before the inventory is com- 
pleted. 

A stock “cut-off” should be estab- 
lished as of the date of the inventory 
and all employees authorized to issue 
requisitions should be notified accord- 
ingly, so that all records may be posted 
preliminary to the actual count, thus 
minimizing the number of reconciling 
items. 

One of the most troublesome factors 
in inventory taking, is properly to ac- 
count for reconciliation items, which 
requires proper records and the full co- 
operation of the stores personnel. If 
proper records and controls of issues 
and receipts of materials are currently 
maintained and proper files are kept of 
incompleted or partially completed or- 
ders and purchases, reconciliation will 
become much easier at inventory time. 

With respect to appliances, lamps 
and other saleable materials, which may 
be treated somewhat differently from 
other types of materials because of their 
trading feature, their inventorying and 
control will not vary much from other 
materials ; furthermore, their issues can 
always be compared to the invoices 
rendered to the customers and the re- 
sulting accounts receivable. 

Space does not permit of a discussion 
of special types of materials, such as: 
scrap, consignments, gasoline, drums 
and reels, loaned materials for experi- 
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mental purposes, appliances on demon- 
stration and those for safekeeping. 
This partial list is merely mentioned in 
order to give cognizance to their possi- 
ble existence when taking inventories, 
as each will have their own peculiar 
problems of accounting and control. 


Fuels: 

The fuel inventory presents a some- 
what different problem from that of 
other materials because of its character- 
istics, and the fact that its entire con- 
sumption is used by the plant to which 
it is assigned. 

Therefore, the audit procedure 
should be based on the “Production 
Method”, upon the theory that all fuel 
consumed for any particular period will 
ultimately be reflected in generation. 
Therefore, from an audit viewpoint we 
are interested in the following ques- 
tions: 

1. Does the physical inventory on hand 
represent the unit on the books and, if not, 
what is the difference? 

_ 2. Are purchases of fuels correctly taken 
into the records as to cost, quantity, 
freight, and overhead? 

3. Does the amount of fuel charged out 
per books compare with the amount used in 
production? 

4. Are the values applied to the inven- 
tories correct as to cost, at inventory date? 


The first question is more in the 
nature of an engineering problem, while 
the last three are of interest to the 
accountant. 

In order not to burden this paper 
with repetitions on similar audit pro- 
cedures for each type of fuel and plant 
usage, we shall confine our remarks to 
a typical class of fuel used by a large 
electric plant, such as bituminous or 
anthracite coal. 

It is generally conceded that the 
physical measurements of the coal piles 
should be made by a professional engi- 
neer or a qualified engineer in the or- 
ganization, not connected with the plant 
being examined, 

For purposes of uniformity, particu- 
larly if the company has several plants, 
it would be well if forms were to be 
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issued to each engineer to be filled in, 
shewing : the maximum storage capaci- 
ties, type of fuel, pounds per cubic foot 
used in conversion, and quantity of coal 
by locations and classes. 


This form should be certified by the 
engineer, giving a general sketch of 
each coal pile and the date and hour 
that the inventory was completed, to- 
gether with a brief explanation as to 
the method used in taking the inven- 
tory. 

Although the engineer taking the in- 
ventory is not called upon to reconcile 
his findings with the balance shown on 
the books, nevertheless he should take 
into consideration all coal in yards, 
bunkers, and hoppers as of a given time, 
and he should have a complete under- 
standing with the plant superintendents 
as to the quantity of coal being received 
or used during the time that he takes 
his measurements. This is very essen- 
tial and will facilitate the work of the 
accountant at the time of reconciling 
the book balance. 

In addition to reconciling the book 
balance with the total tonnage of coal 
shown in the engineer’s certificate, the 
auditor should examine the production 
figures for at least a year to the date of 
inventory. This can be accomplished by 
comparing all purchases shown on the 
books with invoices for coal, freight and 
other charges, and by examining any 
claims for short weights or possible ad- 
justments for improper standard of fuel 
in accordance with the contracts. 

The verification of fuel issues, due 
to the various systems in force and the 
different measuring devices in use by 
each individual plant is at best a com- 
plicated proposition. However, because 
of its importance, every effort should 
be made to devise a procedure that will 
determine the amount of coal consumed 
by each plant. 

Some plants, have weightometers on 
the coal conveyors, others have canti- 
lever scales right on the hoppers and 
others use a standard weight for each 
bucket carried to the bunkers by con- 
veyor or such similar devices. 
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If the scales in use are efficiently 
maintained and are tested periodically, 
their measurements should be accurate 
and in accordance with the amount of 
coal used as reported in the plant logs. 

These plant logs are of a material 
interest to the auditor, as they are the 
basis of plant production and statistical 
data having a direct relationship to the 
amount of coal consumed. Their 
monthly summaries are widely circular- 
ized among the various operating de- 
partments, and their results are a vital 
part of the generating and transmission 
systems of any utility company. 

It may be noted, therefore, that the 
amount of KWH generated per thous- 
and-pounds of steam required for such 
generation, has a direct relationship to 
the tonnage of coal consumed, which is 
ample check and control on the amount 


of coal shown as charged to operations 
in the journal entries prepared by the 
accounting department. 


Conclusion 

This paper has been confined to a 
summary of those general requirements 
so essential to the verification and con- 
trol of the stores accounts of an oper- 
ating public utility, without any attempt 
to discuss the various ramifications in 
detail. 

Considering that materials, with its 
twin-brother, labor, are the primary in- 
gredients of a utility business, it would 
seem appropriate that due weight 
should be given to the proper and eco- 
nomical cost application thereof in the 
entire scheme of operations, particularly 
in these days of high costs and uncer- 
tain price levels. 


Buy U.S.Savings Bonds 
REGULARLY 


Ask where you WORK 
Ask where you BANK 
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Impairment of Capital of Electric Utilities 
and Depreciation Reserve Inadequacy 


By Pitson W. KE ty, C.P.A. 


Applicability 


This subject impinges upon account- 
ing practice at two points: 

(1) Certain utilities have recently 
been required to write out of Surplus 
and Capital accounts extremely large 
amounts, of the order of magnitude 
of $100,000,000 in some cases. In- 
dependent public accountants must as- 
sist management in its explanation to 
security holders. 


(2) Utility certifications in recent 
years have by-passed the adequacy of 
the Depreciation Reserve, either by 
simply pleading inability to express 
opinion, or by reference to brief recita- 
tions of recent history of the contro- 
versy, without expressing opinion as to 
adequacy. 


The Securities and Exchange Com- 
mission has recently indicated that it 
will insist on full responsibility by in- 
dependent public accountants, in con- 
nection with adequacy of Depreciation 
Reserves. 





Pitson W. Ketty, M.E., C.P.A., 
is a member of our Society and has 
served on its Committee on Cost Ac- 
counting and Inventory Methods. 

He is a graduate of Stevens In- 
stitute of Technology, was Expert 
Accountant in Charge of Deprecia- 
tion for the Federal Communications 
Commission, and was later Assessor 
of Electric Utilities of the City of 
New York. 

Mr. Kelly is also a member of the 
Controllers Institute, and is now en- 
gaged in independent practice. 
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Very Brief History of Electric 
Utility Depreciation, with Particular 
Reference to New York State 


For several decades prior to January 
1, 1938, the Regulatory Commissions 
prescribed, and the Companies fol- 
lowed, Retirement Accounting. This 
created a Retirement Reserve, by peri- 
odic charges to operations, and current 
retirements of plant were charged 
against the Reserve. The only reason 
for having the Reserve, and _ not 
charging the retirements directly to 
operations, was for the purpose of 
equalizing the periodic charge, which 
was commonly 15% of Revenue, less 
Maintenance. 


At January 1, 1938, the Commission 
changed its requirement to Deprecia- 
iton Accounting. This requires lives to 
be set for the various property groups, 
and, in general, an aliquot part of the 
cost of the property to be charged to 
operations periodically, with credit to 
the Depreciation Reserve. Retirements 
are made against this Reserve. 


The Retirement method results in 
very small Reserve balances, compared 
to the Depreciation method, since the 
former addresses itself only to current 
retirements, while the latter com- 
prehends the entire property over its 
entire age. 


At January 1, 1938, the Retirement 
Reserve was renamed Depreciation Re- 
serve, carrying over the old balance, 
which was only a fraction of what it 
would have been had Depreciation Ac- 
counting been applied prior to 1938. 
After applying Depreciation Account- 
ing since 1937, the Reserve is still short 
by a large amount, compared to a 
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Reserve Requirement based on Depre- 
ciation Accounting applied to the age 
of all plant. The excess of this Reserve 
Requirement over the present Depre- 
ciation Reserve balance will be herein- 
after referred to as the Arithmetical 
Reserve Deficiency. 

This Arithmetical Reserve Defi- 
ciency is in some quarters regarded 
as proof of impairment of capital, and 
Regulatory Commissions have been re- 
fusing approval of security issuance, 
including refinancing, until this Arith- 
metical Reserve Deficiency is elimi- 
nated by write down of Surplus and 
] 


Capital. 





Two Key Points 
(1) There is considerable evidence 
that the Arithmetical Reserve Deficien- 
cy is not a convincing proof of capital 


impairment. 

2) There is considerable evidence 
that a Depreciation Reserve may be 
adeqt despite the Arithmetical Re- 
serve Deficiency. The remainder of this 
paper expands these two points. 


Capital Impairment 

susiness, generally, consists of buy- 
ing and selling goods and services. This 
is done on the basis of value. Value is 
often, but not always, equal to cost. 
The accountant deals so habitually with 
cost that it is important to note that 
his primary concern is with value, and 
cost is used as a guide. Ordinarily it 
is a good guide. But when reasonably 
stable value can be obtained expediti- 
ously, the accountant drops cost very 
quickly and gives great consideration 
to value. That is why he ruthlessly 
writes off known bad debts and worth- 
less securities. 

The Arithmetical Reserve Deficiency 
is based on cost and deserves considera- 
tion as evidence of impairment of 
capital; but before accepting it as 
proof, the situation should be con- 
sidered from the view-point of value. 

Consider the following assumed data 
for an electric utility: 
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DEOUMIEIES ic css asec soreness $100 million 
Cost of Property (Book).... 100 “ 
Depreciation Reserve (Book) 15 “ 
Reserve Requirement based on 


Depreciation Accounting... 25 “ 
Reproduction Cost of Property 150 “ 
Maximum Depreciation of Re- 

ad “ 


production ‘Cost.....<.6..6«- 30 


Different interpretations can be 
made: 

There is capital impairment of $10 
million (25-15). 

or 

There is no capital impairment. In 
fact the security holders seem to be 
in enviable position, with $120 of value 
behind every $100 of securities (150- 
30). 

The accountant is not in position to 
determine the last two elements in the 
assumed data above, but he can be 
furnished the data by reputable spe- 
cialists in this field. 

It is not necessary to incur the cost 
of determination for entire properties. 
Representative test samples should suf 
fice. 

The listed data, of course, are a 
gross over-simplification. The impor- 
tant point is that it seems advisable to 
consider capital impairment from the 
viewpoint of value before accepting the 
Arithmetical Reserve Deficiency as 
proof of impairment. 


Depreciation Reserve Adequacy 


A good definition of adequate is 
“suitable to the case or occasion.” It is 
submitted that this suitability should be 
judged in the light of all pertinent 
factors. This suitability seems to be a 
matter of informed judgment on the 
part of the accountant applied to all 
these factors. 

There are two important factors not 
considered in the Arithmetical Reserve 
Deficiency, and accountants have the 
right and perhaps the duty to consider 
them. 

There are some demonstrable defects 
in Depreciation Accounting which 
cause it to fall far short of being fac- 
tual. 
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There are some merits to Retirement 
Accounting, especially in the electric 
utility business, despite its replace- 
ment by Depreciation Accounting. 


Defects in Depreciation Accounting 
of Electric Utilities 

The lives assigned to the most im- 
portant accounts are usually a com- 
pounding of guesses. They represent 
what the compilers expect in the next 
5, 10, 50 and even 100 years, as to 
facilities to be retired, together with 
salvage and cost of removal. 

Some accounts, often the less im- 
portant ones, lend themselves to ela- 
borate statistical life studies, which are 
often unimpressive simply because the 
future may be different from the past. 


Merits of Retirement Accounting 


While in certain States electric uti- 
lities are required by Regulatory Com- 
missions to use Depreciati ion Account- 
ing, accountants, in arriving at in- 
formed business judgment to apply to 
Reserve adequacy, may wish to con- 
set any merits possessed by Retire- 
ment Accounting, wherein the Arith- 
metical Reserve Deficiency originates. 

One of the outstanding features of 
the electric utility business is the im- 
portance of obsolescence, because of 
which physically sound plant is junked 
simply because improvements in the art 
have produced better facilities, better 
in efficiency, compactness or other 
jualitv. It becomes clearly economic to 
junk the old machine and install the 
new. 

The approach to Retirement Ac- 
counting for a turbo-generator being 
scrapped is generally as follows: 

The unit has been maintained in first 
é operating and could 
‘ate satisfactorily indefinitely. It is 


condition 





being scrapped because a new machine 
can perform the duty cheaper and bet- 
ter. This should benefit future opera- 
tions. The retirement is being made en- 
tirely to benefit the future, and the loss 
might properly be borne by the future. 
But, as a more conservative practice, 
the loss is taken now, at the time of 
retirement, 

Retirement Accounting proceeds 
without the necessity of peering decades 
into the future. The necessary ele- 
ments are all definitely known 

Some accountants find merit in these 
considerations. 

It is not here contended that Retire- 
ment Accounting is superior to 
Depreciation Accounting, though some 
very good authorities have thought and 
still think so. It is simply desired to 
point out that Retirement Account- 
ing may have some merits which the 
accountant should consider, along with 
the Arithmetical Reserve Deficiency, in 
forming judgment of Reserve ade- 
qu ac y. 


Summary 
It is suggested that the Arithmetical 
Reserve Deficiency is not conclusive 
proof of capital impairment, and that 


the accountant should consider the 
situation on the plane of value before 
finding capital impairment. This re- 


quires the assistance of specialists, and 
test portions of the property should suf- 
fice. 

It is suggested that the Arithmetical 
Reserve Deficiency is not conclusive 
proof of Reserve inadequacy, the de- 
termination of which seems to be a 
matter of informed business judgment 
on the part of the accountant, in the 
light of all pertinent factors, among 
which are the inherent defects in De- 
preciation Accounting, and merits in 
Retirement Accounting. 


Go 
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Fund Accounting as it Applies to Colleges 


and Universities 


By Earte L. WasHsurn, C.P.A 


General Observations: 
ea » Accounting” is a term which 
has been coined to distinguish the 
principles involved in accounting for 
the finances of various organizations 
classified as membership or non-stock 
enterprises from those organized and 
operated for the purpose of earning a 
profit for their owners. The “funds” 
of these non-profit institutions are an 
accountability rather than a liability and 


ns + ] f, eee es ame 
are not to be contused with the same 
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title used in commercial accounting in 
which the “fund” is an asset. An insti- 


tutional balance sheet is often referred 
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description arises from a difference of 
opinion whether the asset or the “fund” 
is actually received first. As a matter 
of record-keeping the booking of the 
asset and the “fund” are simultaneous, 
hence you can place your money and 
take your choice. 

The purpose of a college or univer- 
sity is to disseminate knowledge, to con- 
duct research, to train personnel who 
are admitted as students, and to main- 


tain libraries, laboratories, and relate 
facilities. There is no essential differ- 
ence in this respect between a college 
and a university, except that the scope 
of the activities of the latter is broade1 
In the light of the foregoing it is clear 
that the success of such an enterprise 
is measured, not in terms of net income, 
but in terms of service to the commu- 





y. For this reason alone the refine- 
ments of cost accounting are relatively 

s important and a good financial cost 

system is usually adequate to provide 
: 


the necessary information and contr 
Since the income of these non-profit 
organizations is exempt from taxation 


one major problem is to guard against 


hy] he } 1 
possible over-capitalization through the 
investment of income in capital assets 


where there are no reserves for depre- 
ciation. This would arise from the 
acquisition of land, buildings, and 
equipment with operating cash accom- 
panied by a credit to plant capital and 
a debit to expense. If reserves for de- 
preciation of buildings and equipment 
used for educational purposes were to 


be created, segregation of an equivalent 
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amount of operating cash would be re- 
quired with which to replace the asset 
at the end of its useful life. Most insti- 
tutions can ill afford thus to employ 
operating cash which is rarely sufficient 
to meet the day to day expenses, for it 
is the established practice to expend at 
once for the benefit of those who pay 
in fees all If any 
other policy were followed, such as the 
appropriation of fees presently collected 
toward the fulfillment of plans in the 
stage, the 
to the levying of an assess- 


sums so collected. 


blueprint effect would be 
equivalent 
ment on the present student 
the benefit of some one. 


han resort to this 


body for 
Rather 
it is cus- 


future 
procedure 








mary to raise by subscription among 
imni and friends whatever capital 
funds may be needed to provide the 
iacilities to carry out the objects for 
the institution exists. Whether 
epreciation on buildings and equip- 


irchased with funds arising from 


gitts would constitute an element of 
st is a debatable question. It is a 
perennia wever, when any 

s naires are cevised relating to 
itin g de but the 





iY, 


bligation 





7 ac oO 
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e absence of endowment for that 
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mnt a1 1 s nt +) ] a eee y 
extent and type of the bDooKKeeping 


records to be concerns itself with 


Kept 
; application OI istitutional revenues 


it is clear that any system involv- 


ing complicated accounts should be 
avoided because the expense involved 
otherwise 
that 


of training students and otherwise dis- 
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would deplete the funds 


available for the major purpose, 


seminating knowledge. Because of the 
segregation of cash required by “fund 
accounting” the cash basis is practically 
imperative. Lastly, there is the char- 
acter of the internal organization and 
administration of the institution to be 
considered. Universities are organized 
on either one of two plans: the college 
or school basis and the departmental 
basis. In the former the administration 
of each division is in the hands of an 
officer who is responsible for the aca- 
demic and financial results of the divi- 
in the latter the control rests with 

each department, that is, 
physics, chemistry, mathe- 
matics, etc., who is responsible for the 
results of his department. Where the 
institution is organized on the school 
basis there will be a lesser number of 
operating divisions than on the depart- 
The same general prin- 
would apply in either 


sion; 
the head 
biology, 


mental basis. 
ciples, however, 


case. 


The Balance Sheet: 
From the constructive viewpoint the 


credit side of a balance sheet is the 


most important and it one 


rR This 


should be attacked ; side of 
the balance sheet sets forth the ‘‘funds” 
and segregates shiens according to their 


to 
nature. These “funds” usually fall into 


the following groups: 


1. Endowment funds 

2. Physical plant funds 

3. Student loan funds 

4. Suspense, annuity, and agency 
funds 

5. Expendable funds 

6. Reserve funds 

7. Current funds 


For each of items 1 to 6 there should 
be specific cash and investment accounts 
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: aaa : ae 
and the total of the fund shoul 


equal the cash and other assets related 
] roduces what may be described 
as a “sectional balance sheet” since each 
fund group is balanced by equivalent 
assets and the result is a series of bal- 


1 ie 1 1 - 
ance sheets which, when added together, 


4 1 
comprise tl! 


1 general balance sheet of 
the institution. 

Current funds embrace cash received 
from student fees, dividends and inter- 
est, gifts applicable to budget expendi- 
tures and miscellaneous revenue arising 


from the O} erat ion of services such as 


linics and Laxnilios ry activities. Current 
aoa expenditures ‘embrace instruction 
costs, plant maintenance, clerk hire and 
other office expenses, and sundry 
charges such as general administrative 
expense, insurance, rent, etc. All of the 
receipts and payments reflected in the 


current fund group should be controlled 
by a budget which should be wr: 


well in advance of the fiscal year to 


which it applies and when adopted be- 


comes the guide for all day to day cur- 


: . . . ‘ ° 
endowment funds are those received 


by g bequest, the principal of which 
is invested and the income only used 
for the general support of the institu- 
tion or for some specific object as de- 
J 
fined by the donor. A separate ledger 
2 I g 


account should be maintained to record 
the income from these investments and 
the application thereof to the designated 
purpose. A = account is required 
for the fund and for its investments and 
also for the ateiahia of each fund, and 
this segregation constitutes one of the 
most important and one of the most 
intricate problems of institutional ac- 
counting. To avoid small uninvested 
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the practice of pooling the endow 
funds into a nay group and treating 
for the pool as for one 


the investments 
fund. The meen income on these in- 
vestments i distributed to each con- 


tributing tund 1n the proportion it bears 
> I I 


, 
to the total. 


ai . } 


Physical plant funds may be either 
owned or borrowed. Those which are 
owned arise from gifts, bequests, and 
appropriations of income. These funds 
disclose the source of the land and 
buildings devoted to educational pur- 
poses. 

Student loan funds are those amounts 
received by gift, bequest, or appropria- 
tion, which are available to needy stu- 
dents to assist them in obtaining their 
education. As defined in the terms of 
the donor, amounts are loanable to stu- 
dents on their personal note and these 
notes constitute an asset of the fund. 

The next group, the suspense, aii- 
nuity, and agency funds, embraces 
funds each having its own investment. 
Suspense funds are those for which the 
ultimate disposition remains to be de- 
termined. Annuity funds are those the 
income from which is pavable to an 
annuitant, the principal becoming avail- 
able to the institution for a specified 
purpose t oan the death of the annuitant. 
Agency funds are those in which the 
institution acts as custodian of the fund 
for the benefit of another. 

Expendable funds are those in which 
the principal amount is expendable as 
opposed to the endowment funds in 
which the income only is expendable. 
These funds arise largely from gifts and 
grants from foundations and others for 
specific purposes, mainly research in 
selected fields. A separate account 
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should be maintained for each fund and 
the sums expended included in the an- 
nual operating statement. 

The reserve funds represent amounts 
set aside for speci 
redemption of debt, deferred mainte- 


fi Cc purposes, such as 


nce, improvements to plant and 


equipment, and contingencies. Cash and 


a° > 
ther liquid assets should match the 
reserve total. Unless these reserves are 
uid state they fail to be available 


1 
| 
he designated purpose. 


Control of Operations — 
Expenditures 
he financial and academic control 
college or university resides in the 


‘ning body of the corporation as 





g g 
ie 
rganized under the legal jurisdiction 
1 which it exists. Financial control is 
“7 ] +] so} ] acl 7 ¢ 
xercised through the adoption of ap- 


priate by-laws and the appointment 
t officers to execute them. Academic 
a 


‘ontrol is accomplished by the appoint- 


ment of officers of instruction and ad- 
ministration to lay out the curriculum 
and determine the entrance require- 
ments, scholarship and other matters 
related to scholastic policy. 

The fiscal year of most institutions 
begins on July Ist of one calendar year 
and extends to June 30th of the next, 
though there are a few which still oper- 
ate with a year beginning September 
Ist. In the months immediately preced- 
ing the end of a fiscal year a well man- 
aged institution will prepare a budget 
setting forth the estimated revenues and 
expenses for the ensuing year. This 
document upon adoption becomes the 
financial guide for the control of opera- 
tions. The administration of this budget 
is usually delegated to the chief busi- 
ness officer of the institution by what- 
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ever title he may be known. Any plan 
should make provision for amendments 
to be entered at the request of the offi- 
cer responsible for budgets of the sev- 
eral divisions which comprise the or- 
ganization. Some elasticity must be 
allowed for contingencies arising from 
unforseeable shifting in the distribution 
f registration away from that contem- 
plated at the time the budget was 
adopted, for the offering of new courses, 
or changes in methods of instruction. 
These factors often give rise to an ex- 
cess of appropriation in one area and a 
shortage in another, with no alteration 
in the general over r-all picture and since 
it is the purpose of a budget to control 
expenditures rather than to prevent 
them, some means must be available to 
recognize these developments. Further- 
more, there may be a falling off in 
revenues with an attending deficit in 
the absence of a corresponding reduc- 
tion in expense appropriation. To assist 
the officers to effectively administer 
their several divisions regular monthly 
statements of budget condition are 
required. 


Disbursements for payrolls are lim- 
ited to appointed personnel, hence con- 
trol of this element of expense presents 
no very difficult problem. Control over 
ordering and delivery of materials and 
services is, however, a considerable one 
and requires careful thought. To guard 
the corporation against unknown com- 
mitments a centralized purchasing office 
should be established, charged with the 
responsibility for ordering all types of 
supplies and services. No claims aris- 
ing from obligations contracted for by 
others should be recognized except upon 
prior approval by proper corporate au- 
thority. It will be claimed by visionary 
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faculty that this cramps their style, but 
the plan must be rigidly enforced re- 
gardless of the wailing which is certain 


gat 
to follow in the wake of the adoption 
of this plan. The purchasing agent of a 
college or university must be possessed 
of a wide knowledge of markets, for in 
addition to the materials and supplies 
common to the business world, he must 
be familiar with unusual sources of sup- 
ply for such items as cats, dogs, mon- 
keys, mice, guinea pigs, false teeth, 
cadavers, skeletons, skulls, dressmakers’ 
supplies, theatrical and craft supplies, 
and a multitude of items of which only 
the professorial mind can conceive. 

To prevent overdrawn appropriations 
there must also be established under 
the general direction of the chief busi- 
ness officer, a central authority charged 
with the maintenance of an appropria- 
tion ledger and with the approval of 
requisitions against the available bal- 
ances. By means of a requisition sys- 
tem as hereinafter described the pur- 
chasing agent is restricted to issuing 
orders against only those requisitions 
which have been approved by the officer 
in charge of appropriations. For exam- 
ple, assume that a faculty member re- 
quires for his laboratory a quantity of 
chemicals, the first step would consist 
of preparing an appropriate requisition 
with sufficient copies for distribution 
among the several offices involved in 
the procedure, requesting the purchas- 
ing agent to buy the desired supplies. 
Upon receipt of this requisition the 
estimated price would be placed thereon 
and submitted to the officer in charge 
of appropriations for approval. A suffi- 
cient balance existing, the appropria- 
tions officer would approve and return 
one copy to the purchasing agent who 
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would then issue an order on the supply 
house making the lowest bid. It would 
also be the duty of the appropriations 
officer to satisfy himself that the sub- 
ject matter of the requisition constituted 
a proper charge to the appropriation 
and the signature of the initiating offi- 
cer to be the one authorized to spend 
it. An intervening step is sometimes 
employed embracing a procedure known 
as “Executive Pre-Audit of Encum- 
brances”. This contemplates a review 
of requisitions by a committee prior to 
the issue of orders by the purchasing 
agent to determine whether approval 
should be withheld for other than finan- 
cial reasons. 

To be sure that all requisitions are 
accounted for, they should be pre-num- 
bered by the purchasing agent before 
they are forwarded to the appropria- 
tions officer for approval. This officer 
would retain two copies, returning one 
approved copy for the use of the pur- 
chasing agent. The copies retained 
would be disposed of by placing one in 
a numerical file and the second in an 
alphabetical file maintained-for each de- 
partment, the requisition in the numer- 
ical file being later used to determine 
the proper account charge when the 
invoices for supplies delivered against 
it are received, and also until such time 
as the invoices are received to reflect 
the total of outstanding commitments. 
The copy retained in the alphabetical 
file would be forwarded at the end of 
each month with the departmental state- 
ment hitherto referred to so that the 
officer responsible for expending the 
appropriation may know that all the 
requisitions issued are accounted for. 

Toward the close of a fiscal year the 


effectiveness of this plan reveals the 
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premature exhaustion of appropriations, 
simultaneously promoting feverish haste 
in ordering by the departments whose 
expenditures promise to leave a con- 
siderable balance unexpended lest its 
use be lost. This activity gives rise to 
a neat problem: shall the unexpended 
balance be forfeited when the books are 
If the bal- 
ance is carried forward without defer- 


closed, or carried forward ? 
ring a like amount of income the effect 
is to increase the authorized expendi- 
tures of the succeeding fiscal year with- 
out compensating revenue. A deficit 
might easily result. There is no appar- 
ent uniformity of practice among insti- 
tutions in meeting this situation, each 
one solving the problem as best it can 
with its budget officers. 

When it is agreed that balances will 
be forwarded the urge to spend sub- 
sides, but results in the building of a 
“kitty” against future contingencies un- 
known at the time. These balances 
often reach huge proportions and hang 
over the heads of management like the 
sword of Damocles, the silken cord in 
this case being the potential demand for 
the untimely expenditure of the “kitty”. 
If the balances are matched by an equal 
amount of sequestered cash, no problem 
The same philosophy applies 
here, however, as in the case of a re- 
serve for depreciation. While no cor- 
porate debt is incurred by this deferred 
demand, the obligation represented by 
the privilege to spend is ever present 
and so long as the balance sheet is pre- 
pared on a going concern basis it must 


arises. 


be recognized. The elimination of this 
deferred demand can only be met by 
cancelling all balances at the close of 
the fiscal year. If the balances are can- 
celled there usually results the mad 
scramble already mentioned on the part 
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of the budget administrators to spend 
the entire appropriation before the ac- 
counts are closed, lest the impression 
be gained that the grant was too large. 
Any attempt on the part of the financial 
administration to curb this effort is 
usually met with the plea that the 
budget administrator is being embar- 
rassed in his efforts properly to main- 
tain his division and accused of bad 
faith. Some middle of the road policy 
is indicated and a fine degree of coop- 
eration by the business office is essential 
to secure the best results from that 
which has been appropriated. 


Control of Operations — Receipts 
For reasons already assigned, it is 
clear the accounts should be kept on a 
cash basis, hence the term “receipts” is 
used rather than “income” in describ- 
ing the sources of revenue of a univer- 
sity. There are five major sources from 
which cash is received: (1) fees for 
instruction, including all types of inci- 
dental fees, that is laboratory, student 


activities, library, etc.; (2) endow- 
ments; (3) gifts; (4) dormitory 


rentals; (5) miscellaneous. 

As provision is made for expendi- 
tures by budgeting, control of receipts 
is secured by the same method. This 
is accomplished by preparing in advance 
estimates of cash to be received and 
thereafter as cash is actually collected 
through the various divisions of the 
Treasurer’s office by matching these 
collections against the estimates. 

Receipts from fees are usually pre- 
dicted on the basis of anticipated regis- 
tration, the calculation being prepared 
by the registrar. No changes in these 
amounts should be recorded by the busi- 
ness office unless authorization therefor 
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is received from him. This is important 
from the auditing viewpoint as it places 

the position of 
+] 


the business office in 
being called on to account for the fees 


1 1 


hir - 7 ar’ 9977¢ ] . 
which the registrars estimate shows t 


tO 

be due. Here again it is necessary to 

allow for changes in the estimates aris- 

from shifting registration which 
| 


be foreseen. From time to time 


ng 
cannot 
during the year the business office 
should render reports showing the fees 

AA NR Te ee piieahaisdaias aed 
estimated to be due compared with sums 
actually collected. 


Control of endowment income is ac- 
complished by preparing in advance for 
*ntry in the budget a list of all the en- 
dowments which were on hand at the 
close of the preceding fiscal year and 
then adding the names and amounts of 
any new endowments received since that 
time to the date of the preparation of 
the budget. -With this information as a 
basis the income which will be available 
during the budget year about to begin 
may be determined. A supplementary 
schedule designed to reveal the income 
from investments should also be pre- 
pared. Income from investments and 
income from endowments are not nec- 
essarily the same, because it frequently 
happens that the income from endow- 
ments may remain unapplied, that is 
unexpended, and this amount becomes 
available for expenditure in the follow- 
ing fiscal year. To determine the in- 
come from investments a list of all 
securities should be made and the esti- 
mated revenue receivable therefrom 
listed. This secondary calculation will 
disclose the amount of dividends and 
interest which should actually be re- 
ceived. The sum to be entered in the 
budget, however, should be the income 
from endowment rather that the income 
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from investments. By preparing a 
tabulation showing the dividends and 
interest which should be received each 
month proof can be had that all of the 
income which should be collected is 
actually received. 

Control of gifts is impossible of ac- 
complishment since there is no way to 
determine in advance the extent of the 
generosity of contributors to the welfare 
of the university. Only those gifts may 
be entered which are based up 
pledges or grants known in advance 
and having as their source some of the 
well-known charitable foundations such 


1 


as the Carnegie Foundation for the Ad- 





vancement of Teaching, the Genera! 
Education Board, and others. 

Control of dormitory rents may be 
obtained by having a room schedule 
with the rates for each and entering in 
the budget the maximum amount re- 
ceivable from this source. Actual col- 
lections may then be entered against this 
estimated total and the uncollected bal- 
ance proved by reference to the occu- 
pancy list which should be kept by the 
chief of the residence bureau. 

Miscellaneous income covers such a 
wide variety of sources that it is some- 
what difficult to briefly prescribe any 
method of control. A few of the sources 
of receipts common to universities are 
the sale of products of the college farm, 
services rendered by the clinics in those 
institutions having colleges of dentistry 
and medicine, rents from miscellaneous 
properties not used for educational pur- 
poses, etc. The major problem in all 
of these types of service is to establish 
an adequate control of cash receipts in 
the same manner which would be ap- 
plied to any commercial enterprise, 
namely to be sure that the functions of 
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illing and the receiving of cash are 


entirely segregated. 


Control of Receipts in General 
Since the accounts of colleges and 
universities are kept substantially on a 
cash basis control of receipts can be 
accomplished in the 


for any other business, that is by segre- 


same manner as 
gating the function of actual handling 
of cash from the determination of the 


amount to be received together with the 


records from which receivables are de- 
termined. 

This paper is but a very brief presen- 
tation of some of the features and phi- 
losophy of college and university ac- 
Many of the intricate prob- 
been 


counting, 


lems of fund accounting have 
entirely omitted or merely mentioned 
lest the major purpose of the paper, 
that is a general description of fund 
accounting, With this 


limitation the foregoing material is 


be « iI yscured. 


presented. 


Buy U.S.Savings Bonds | 
REGULARLY 


Ask where you WORK 
Ask where you BANK 
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Accounting and Auditing Problems of 


Radio Broadcasting Companies 
By F.C. Sous, C.P.A., and Howarp V. Swartz, C.P.A. 


5) bs business of broadcasting radio 
programs has been a development of 
the last twenty-five or thirty years. As 
a preliminary to the consideration of ac- 
counting matters peculiar to a radio 
broadcasting company, we outline some 
of the features of the usual operations 
of a broadcasting concern. 


F.C.C. Requirements 


The Federal Communications Com- 
mission is the governmental body 
charged with the regulation of the in- 
dustry and it is a requirement that be- 
fore a station can broadcast, it must 
have secured a license from the Federal 
Communications Commission. Various 
technical studies and reports are nec- 
essary for the approval of the Commis- 
sion before such a license is originally 
granted. The license granted by the 
Federal Communications Commission 
is subject to renewal by the Commis- 
sion every three years and for such re- 
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newals, the Commission requires that 
certain information be filed with it. 


The required information, in gen- 
eral, covers financial statements sup- 
ported by schedules in some detail, and 
information with respect to the char- 
acter of the programs and the operating 
time of the station. In its application, 
the station agrees to a certain minimum 
hours of operation daily. The amount 
of the minimum operating hours would 
be subject to the classification of the 
station, whether it is a full-time or day- 
time station. That is, in its application, 
the station agrees to broadcast pro- 
grams during certain hours in each 
twenty-four and, to maintain its license, 
must substantially adhere to this mini- 
mum requirement regardless of whether 
it has any sponsored program or not. 
Asa result, this is one form of business 
in which the expenses actually increase 
in total amount at a time when the 
revenue decreases. 


The service rendered by radio broad- 
casting companies is intangible in the 
form of entertainment and educational 
programs. Programs are often, but not 
always, sponsored by advertisers who 
pay advertising fees to the station. Un- 
like many other forms of advertising no 
copy remains as proof of publication. 


Personnel Classification 


A classification of the functions car- 
ried on by the personnel of a radio 
broadcasting company might first be a 
division into two broad groups, one of 
which would be the group concerned 
with the technical aspects of handling 
the equipment so that a program does 
go out over the air to be picked up by 
listeners’ receiving sets. The second 
group would be all those engaged in 
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providing the material for programs 
and all the commercial aspects in deal- 
ings with the sponsors and the public. 
In this second group of personnel, we 
would have the program department 
with its writers and dramatists, who 
provide the script and arrange in order 
everything which is to go over the sta- 
tion transmitter. We would have the 
announcers, orchestra, musicians and 
the dramatic talent who actually put on 
the program. We would have the news 
commentators and the news services 
from which they build up their broad- 
casts of current news. We would also 
have the personnel engaged in the com- 
mercial activities of the station, that is, 
salesmen who sign the contracts with 
sponsors and those who carry on the 
clerical and accounting work of the 
company. We would have the research 
and promotion departments of the com- 
pany itself and the executive officers 
who are in charge of the administration 
of the entire work. 


National Network Affiliations 


Many broadcasting companies are 
affiliated with some network chain for 
broadcasting national programs through 
their facilities. Contracts made by the 
broadcasting chains are not necessarily 
uniform in their conditions. It is not 
unusual for the chain to be in a position 
to supply its member stations with sus- 
taining programs for those periods of 
the day when the network does not have 
a sponsored program to _ broadcast. 
With these facilities, and by the use of 
electrical transcriptions of music and 
other programs, some relatively small 
stations are able to maintain the mini- 
mum hours of broadcast without un- 
usually high talent or orchestral costs. 
The member station also receives from 
the chain programs sponsored by na- 
tional advertisers. For the broadcasting 
of these programs, the member station 
receives its fee from the national chain 
which collects for all its member sta- 
tions from the sponsors. 
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Relations with Authors, 

Composers and Publishers 

The radio broadcasting company, in 
addition to an obligation to pay com- 
pensation to the personnel directly em- 
ployed by them. is usually under the 
necessity of paying compensation to 
artists, composers and others whose 
work may form the foundation of some 
programs, but who do not personally 
take part in the broadcast. Various or- 
ganizations have been set up for the 
collection of the revenue from the 
broadcasting stations for such royal- 
ties, e.g., The American Society of 
Composers, Authors and Publishers 
(ASCAP), Broadcast Music, Inc. 
(BMI), and the Society of Euro- 
pean Stage Authors and Composers 
(SESAC). Generally, these royalty 
payments are made on the basis of a flat 
amount per month or a flat percentage 
of the gross revenue of the station after 
certain defined adjustments. 


Accounting for Revenue 

The principal form of income of a 
broadcasting station is from the adver- 
tisers whe sponsor the programs. Since 
this business is very largely one of sell- 
ing the advertising, it may be observed 
that there are a good many plans in 
ost stations under which contracts for 
time are sold. In fact, it is in this sec- 
tion of the accounts and due to the gen- 
eral intangible character of the service 
rendered, that we believe most of the 
problems of auditing peculiar to the 
regular broadcasting business, will be 
found. We have not been able to ob- 
serve in any instances coming before us, 
procedures in use which give the total 
amount of income resulting from any 
one day’s broadcast. The method used 
in accounting for revenue by a broad- 
casting company is described below. 

Revenue is created by selling broad- 
cast services to a sponsor. These serv- 
ices include time on the air and the 
services of an announcer and may in- 
clude talent, the use of special telephone 
lines for remote program origination, 
or the use of news services or reporters. 
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The basic record used in accounting for 
revenue is the contract with the sponsor. 
The contract covers among other 
things the following items, all of which 
are essential in determining the amount 
to be billed to the sponsor: 
1—Length of broadcast in minutes. The 
sponsor may buy a half-minute (35- 
word ) announcement, at some hours 
of the broadcast day a one-minute 
announcement, 5, 10, 14%, 20, 25, 
29'4 minute program, or longer. 
The shorter the time, the higher the 
rate per minute. 


bdo 


-The hour of the day when the 
broadcast is to be performed. Hours 
before 7:30 a.m. and after 11:01 
p.m. are “C” time and carry the 
lowest rate. 7:30 a.m. to 5:59 p.m. 
is “B” time and carries an inter- 
mediate rate. The highest rate is on 


“A” time, 6:00 p.m. to 11:00 p.m. 


3—The day or days of the week in 
which service is to be rendered and 
the total number of times per week. 
While the books are kept on the 
calendar month, the entertainment 
industry as a whole and network 
broadcasting in particular is based 
on a thirteen-week quarter of one 
five-week and two four-week 
periods. 


4—The total number of broadcasts to 
be made during the life of the con- 
tract is given as a guide to when 
the time will again be available for 
sale. The starting date is given and 
the expiration date. The usefulness 
of the number of times to be broad- 
cast and the expiration date is lim- 
ited, from the point of view of using 
these figures in controlling revenue, 
by the following factors: 
a—All contracts can be canceled by 
either party on two weeks’ 
notice. 
b—Local and national spot pro- 
grams may be subject to cancel- 
lation on demand for the time by 
the network. 
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c—All programs are subject to can- 
cellation so that the station may 
carry such public interest pro- 
grams as speeches by the presi- 
dent. 

d—Failure to broadcast due to hu- 
man or technical failure. 


5—Finally, the contract covers billing 
information in money: 
a—The charge per broadcast or per 
week or per month for time on 
the air with applicable discounts 
for number of times broadcast or 
agency discount. 


b—Talent and special announcer 
charges per broadcast, if any. 


c—Telephone line service. 
d—Other charges, as news service. 


Total per broadcast or per other 
suitable period. 


e 





The information contained in the 
contract is transcribed to a contract 
Kkardex card record. In addition to the 
written information this card contains 
spaces for 31 days a month, January 
through December. The proposed 
broadcast schedule is entered in the 
proper spaces. One broadcast in one 
day is entered as an “X”. More than 
one in a day is noted by using the ap- 
propriate numeral. 

Program information and any changes 
from the original contract, such as time 
of day, missed broadcasts and make-ups 
is entered on the back of this card. 

Once the card is filled out the only 
notations in the program spaces would 
be a line through an entry indicating 
the last broadcast billed each billing 
period, an entry over an “X”, “NO” 
indicating not on, or a note to look on 
the back of the card for program inter- 
ruption information. Where a “not on” 
is made up the same day, no notation 
is made on the face of the card, but the 
facts are recorded on the reverse. 

A companion card carries a history 
of billings under the particular contract. 

A work book is prepared each month 
from the contract card record showing 
the name of the sponsors alphabetically 
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and sufficient related information to 
identify the program as to time of day, 
length of broadcast, day of week, and 
type of program. Space is provided to 
write in any new sponsors acquired 
during the month and any changes in 
existing contracts. This record is only 
an intermediate record between the con- 
tract card record and the Station Log. 

The Station Log is the basic record 
of the broadcasting station, and is pre- 
scribed by the Federal Communications 
Commission. It is kept by the engineer 
on duty in the controlroom whose li- 
cense is subject to forfeit if he makes 
a false entry in this record. The log 
shows by minute and second every pro- 
gram, electrical transcription and an- 
nouncement which goes out on the air. 
It also shows where the program origi- 
nated, the name of the announcer, the 
serial number of transcriptions, the 
sponsor, if any, and is signed by each 
engineer at the end of his shift. Entries 
in the log constitute proof of perform- 
ance. There is also noted on the log 
any program interruption with its time 
and cause, if known. Program inter- 
ruptions occurring at the transmitter 
are noted on the transmitter log and are 
checked back to the control room log 
and billing records as a separate oper- 
ation. 

The Station (Control room) Logs 
are checked each day and all sponsored 
broadcasts are entered in the work book 
mentioned above. The work book is 
checked back to the contract card record 
to determine that broadcast service was 
rendered as required and that every 
sponsored broadcast was covered by a 
contract. 

At the end of each month, in the case 
of ordinary continuing contracts, or 
oftener as may be required in special 
cases, or by termination of contract, 
billings are prepared from the contract 
card record information. The amount 
of each billing is entered in the contract 
companion card and with its analysis 
in the sales journal. 

Billings are posted to individual ac- 
counts receivable from the sales journal 
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and the total is posted to the general 
ledger control account. 


Internal Control Features 
The degree of internal contro! of the 
broadcast income will be more effective 
in some stations than in others. The 
auditor should examine into this feature 
in each particular case and extend his 
detail examination of each step in the 
preparation of the entry of the income 
where internal control seems less ade- 
quate. 
A measure of control of income which 
does exist and should not be overlooked 
by the auditor lies in the following 
conditions: 
1—Charges and credits made to the 
chain broadcasting affiliation may be 
checked against statements prepared 
by the office of the chain broadcast- 
ing system. These furnish a basis 
of establishing income from national 
advertisers through the network. 

2—Salesmen for the station entering 
into contracts with local advertisers, 
may be compensated by commissions 
on their customers’ contracts. If the 
commission is paid to the salesman 
by the station only after the collec- 
tion of the account from the spon- 
sor, the salesman’s commission 
statement would probably show the 
broadcast revenue of the month by 
sponsors whose accounts he services 
and it would also show payments 
collected from these sponsors. The 
commission expense of the station 
is calculated from the first list and 
the commissions now payable to the 
salesman are calculated from the 
second list. Comparison and recon- 
ciliation of these statements will give 
a measure of confirmation of the 
local broadcast revenue. 

3—Similar conditions prevail with re- 
spect to nationally advertised prod- 
ucts ; the salesman in this case is the 
station’s national representative. 


Accounting for Expenses 
Nothing of unusual nature seems to 
us to occur in the accounting procedures 
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for expenses of the broadcasting com- 
panies. They generally do not incor- 
porate into their accounting records a 
formal procedure for determining de- 
partmental costs or costs by programs, 
since there are no product inventories 
during or at the end of an accounting 
period. Expenses are recorded in a 
manner calculated to produce under- 
standable analyses for management and 
for the annual report to the F.C.C. In- 
formal costs can be prepared from these 
classifications from time to time as 
needed. 

Replacement policy for tubes and cer- 
tain other supplies or equipment may 
be such that inventory records on the 
reserve supplies may be kept. Often 
this seems to be unnecessary since quan- 


TRANSMITTER PROPERTY 
Technical Equipment 


tities held in reserve are relatively small 
and would not fluctuate extensively 
from time to time. Therefore, we see 
no problem, other than the one outlined 
on accounting for the income, in audit- 
ing a radio broadcasting company which 
might not be found in a great many 
companies or in any number of diverse 
industries. 


Classification of General Ledger 

Accounts 

In the classification of general ledger 
accounts the fixed asset accounts and 
the reserves for depreciation accounts 
should permit the information required 
on the Federal Communications Com- 
mission report to be drawn off direct. 
This requires the following breakdown: 


Transmitter Equipment (Main and Auxiliary) 


Radiating Systems 


Other Technical Transmitter Property (Including Mobile Units and Their 


Vehicles ) 


Total Technical Transmitter Property 


Nontechnical Property 
Land and Land Improvements 
Buildings 


Vehicles, Exclusive of Mobile Technical Units 


Furniture and Fixtures 


Other Nontechnical Transmitter Property 
Total Nontechnical Transmitter Property 
Total Transmitter Property 


STUDIO AND OFFICE PROPERTY (Main and Other Studios) 


Technical Equipment 
Speech Input Equipment 


Control Desks, Consoles and Panels 
Other Technical Studio Equipment 


Total Technical Studio Equipment 


Nontechnical Property 
Land and Land Improvements 
Buildings 


Vehicles, Exclusive of Mobile Technical Units 
Musical Instruments, Including Pianos and Organs 


Furniture and Fixtures 


Total Nontechnical and Studio and Office Property 
Total Studio and Office Propertv 
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OTHER PROPERTY 


Construction Work in Progress 
dD 


Improvements and Replacements to Property Leased from Others and Not 


Included Above 


All Other Property Not Classified Above 


Total Property Other than Transmitter, 
Studio and Office Property 


Total All Property 


Recently, many stations have been li- 
censed to broadcast on “F M”, or “fre- 
quency modulation,” system as well as 
on the regular “A M”, or “amplitude 
modulation,” system. Since F M re- 
quires special equipment both for broad- 
cast and receiving, the general ledger 


classification would provide for sepa- 
rate F M fixed property and deprecia- 
tion reserve accounts, and for separa- 
tion of certain income and expense 
accounts between the A M and F M 
systems of transmission. 


Buy U.S.Savings Bonds 
REGULARLY 


© 
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Ask where you WOR 
Ask where you BANK 
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Tax Problems 


of Personal Holding Companies 


By Louts WINSTEN, C.P.A. 


A' rHOUGH the topic assigned to me 
is confined to tax problems of per- 
sonal holding companies, I shall en- 
deavor to cover, within my time limit, 
the points of interest to the practicing 
accountant with special emphasis on re- 
cent developments. 


I. Surtax on Personal Holding Com- 
panies. 

A) Section 500 of the Internal Rev- 
enue Code imposes, in addition to the 
regular normal and surtax on corpo- 
rate income imposed by Chapter 1, a 
penalty tax on the undistributed in- 
come as defined in the Code. Unlike 
the penalty tax on unreasonable ac- 
cumulations imposed on all other com- 
panies under Section 102, the surtax 
under Section 500 is mandatory and 
applies to all personal holding com- 
panies as defined in the Code regardless 
of whether or not they were formed or 





lLouts WINSTEN, C.P.A., has been 
a member of the Society since 1919, 
and also holds membership in the 
American Institute of Accountants 
and the Controllers Congress of the 
National Retail Dry Goods Associa- 
tion. He is presently serving on the 
Society’s Committees on Federal 
Taxation and Retail Accounting. He 
is a partner of a prominent New 
York firm of Certified Public Ac- 
countants. 

This paper was presented by him 
on December 23, 1947, in the Federal 
Tax Lecture Series of the Society at 
the Engineering Auditorium, New 
York City. 











availed of to accumulate earnings or 
profits for the purpose of avoiding sur- 
tax upon shareholders. This special 
treatment of personal holding com- 
panies for punitive taxation was the re- 
sult of the Congressional investigation 
of income tax evasion and avoidance in 
1933 and 1934 by private holding and 
investment companies or so-called “‘in- 
corporated pocket-books”, which were 
used as a means of minimizing income 
taxes upon individuals with large in- 
comes. Section 102 and prior thereto, 
Section 220, which ascribed prima facie 
evidence of a purpose to escape surtax 
upon shareholders wherever a corpora- 
tion is a mere holding or investment 
company, was found to be ineffectual in 
the prevention of this type of legal tax 
avoidance. Thus, the Revenue Act of 
1934 (Section 351) first enacted this 
special penalty known as surtax on per- 
sonal holding companies, which is em- 
bodied in Subchapter 2A of the Internal 
Revenue Code. 

B) The rates imposed under this 
section are 75% of the “undistributed 
Subchapter A net income” not in excess 
of $2,000 plus 85% of the amount 
in excess of $2,000. Under Section 
117(c), the alternative tax of 25% on 
net long term capital gain applicable to 
all corporations, is in lieu of Section 
500, as well as of the regular normal 
income tax and surtax. 

The computation of the alternative 
tax with respect to net long term capital 
gains of personal holding companies was 
not clearly crystalized* until about two 
years ago. On the basis of the instruc- 
tions given by the Treasury Depart- 
ment on its form 1120H up to and in- 
cluding the year 1945, it appeared that 


* See articles in The Tax Magazine in issues of June, 1945, August, 1945 and May, 1946, 
for a discussion which resulted in the clarification of this issue and the approval by the Treas- 
ury Department of the proper treatment of this item. 


214 


Marcel 





Ne 
se 


~~ VV — 


oe (VY 


Vw YW 





Tax Problems of Personal Holding Companies 


this alternative tax was to be taken 
either on form 1120, and if not used on 
such form, then it might be used in the 
‘computation of the surtax on form 
120H without any allowance for the 
tax computed on the same item on form 
1120. However, forms 1120H issued 
for the calendar year 1946, and the new 
form issued for the calendar year 1947 
have been changed from the previous 
forms so as to permit of the deduction 
of any income tax under Chapter 1 
computed on net long term capital gain 
in form 1120 which is again taxed on 
Form 1120H under the alternative tax 
provision. 


II. Section 500 Contrasted With Sec- 
tion 102. 


A) While Section 500 is essentially 
a penalty provision, it does have some 
advantages over Section 102. The ad- 
vantages are as follows: 

1. Whereas it appears to be the im- 
pression that all of the net income of 
personal holding companies not distri- 
buted is subjected to the prohibitive 
rates of 75% and 85%, plus the regular 
corporate rates, this does not apply to 
net long term capital gains. In this 
respect, personal holding companies are 
more fortunate than all other corpora- 
tions. Under the alternative tax provi- 
sion of the Internal Revenue Code (Sec- 
tion 117(c) ) all they pay on their net 
long term capital gain for normal tax 
and surtax and personal holding com- 
pany surtax is 25% in the aggregate, 
and they are relieved of all further tax- 
ation thereon. The ordinary business 
corporation which is presumed to be in 
a more fortunate situation, besides be- 
ing subjected to a maximum tax of 
25% for normal and surtax on net long 
term capital gain, may still be penalized 
by again being subjected to the penalty 
tax under Section 102 on the balance 
f such undistributed income. 

2. Another advantage enjoyed by 
personal holding companies that ordi- 
nary corporations cannot avail them- 
selves of, is the five year carry-over 
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with respect to capital losses that may 
be applied against capital gains in the 
current year. In the computation of any 
penalty tax under Section 102, ordinary 
business corporations must add to their 
net income any capital loss carry-over 
deducted in computing their income tax 
on Form 1120. 

B) The disadvantages of personal 
holding companies as contrasted with 
other companies would appear to be as 
follows: 

1. Every corporation filing a return 
is asked on Form 1120—“Is the corpo- 
ration a personal holding company with- 
in the meaning of Section 501 of the 
Internal Revenue Code?” If the answer 
is “yes”, it is required to file Form 
1120H and virtually assess itself any 
resulting personal holding company tax. 
However, the ordinary business corpo- 
ration is not required to file any return 
under the penalty provisions of Section 
102. The Commissioner of Internal 
Revenue decides whether or not a com- 
pany is subject to Section 102 and 
makes his assessment on the basis of his 
findings. When a determination is 
made by the Commissioner that a cor- 
poration is subject to the Section 102 
tax, the burden of proof is upon the tax- 
payer to prove to the contrary by a 
clear preponderance of evidence. 


2. Whereas the penalty tax rates on 
ordinary business corporations under 
Section 102 are 2714% on the first 
$100,000. of undistributed Section 102 
net income, and 3814% on the excess, 
the penalty rates applied to personal 
holding companies under Section 500 
are practically confiscatory as previ- 
ously enumerated. 

3. In the computation of the “undis- 
tributed Subchapter A net income”, 
personal holding companies are not per- 
mitted any additional deduction with 
respect to the current year’s capital 
losses in excess of capital gains. How- 
ever, in the computation of the “undis- 
tributed Section 102 net income”, ordi- 
nary business corporations are per- 
mitted to take as an additional deduction 
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the capital losses in excess of the capital 
gains for the current year. 


In this connection, and in view of the 
previously stated advantage of the capi- 

il loss carry-over enjoyed by personal 
. dit ng companies, it may be noted that 
there appears to be a probable double 
pe el in the case of a change from 
an ordinary corporation to a personal 
holding company by being permitted to 
deduct the excess capital losses for 
Section 102 purposes in the first year 
as an ordinary company, and again to 
enjoy the capital loss carry-over in a 
subsequent year when it is a personal 
holding company. 


4. Personal holding companies are 
allowed an additional deduction for 
charitable contributions up to a maxi- 
mum of 15% of their net income com- 
puted before the deduction of such 
charitable contributions, instead of the 

limitation in form 1120. However, 
the ordinary business corporation in the 
computation of the Section 102 surtax 
is allowed a deduction of the entire 
amount of charitable contributions with- 
out limitation. 


C) Recommendation—I do not be- 
lieve it was the intent of Congress to 
give more favorable treatment to per- 
sonal holding companies than to ordi- 
nary business corporations. In enact- 
ing Section 117 of the Internal Reve- 
nue Code, it appears to be the intent to 
impose a 25% tax on net long term 
capital gains on corporations, in lieu of 
all other corporate taxes. However, 
while the penalty provision under Sec- 
tion 500 was specifically excluded where 
the alternative tax applies, Section 102 
was not specified, and thus there may 
now be imposed a secondary tax on 
such long term capital gains earned by 
ordinary business corporations. To 
bring such companies in line with per- 
sonal holding companies, Section 102 
should be added to Section 117 (c) of 

he Internal Revenue Code, in addition 
to all the other sections quoted, so that 
the alternative tax is in lieu of such tax 
as well as of the regular corporate nor- 
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mal tax and surtax. If this recom- 
mendation were enacted, it would have 
the effect of eliminating such discrimi- 
nation between ordinary business cor- 
porations subject to Section 102 and 
personal holding companies. 


III. Definition of a Personal Hold- 
ing Company. 

For the purpose of determining 
whether a corporation is a personal 
holding company, Section 501 of the 
Internal Revenue Code lays down two 
rules, as follows: 

“(1) Gross Income Requirement — At 
least 80 per centum of its gross income for 
the taxable year is personal holding com- 
pany income as defined in section 502; but 
if the corporation is a personal holding 
company with respect to any taxable year 
beginning after December 31, 1936, then, 
for each subsequent taxable year, the mini- 
mum percentage shall be 70 per centum in 
lieu of 80 per centum, until a taxable year 
during the whole of the last half of which 
the stock ownership required by paragraph 
(2) does not exist, or until the expiration 
of three consecutive taxable years in each 
of which less than 70 per centum of the 
gross income is personal holding company 
income; and 

(2) Stock Ownership Requirement—At 
any time during the last half of the taxable 
year more than 50 per centum in value of 
its outstanding stock is owned, directly or 
indirectly, by or for not more than five 
individuals.” 


It is important to note that both re- 
quirements must be present before a 
taxpayer is classified as a personal hold- 
ing company. Furthermore, it must be 
emphasized that, with the exception of 
the conversion from 80% to 70% in the 
gross income requirement above quoted, 
each taxable year stands by itself. The 
fact that a taxpayer was or was not 
a personal holding company in the 
previous year has no bearing whatso- 
ever on its status for the current taxable 
year. A new determination is made each 
year on the basis of its gross inc come 
and stock ownership in accordance with 
the above mentioned definition. Wher: 
a corporation is inactive and has no 
gross income whatsoever, I believe it is 
correct to state that it is not a personal 
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holding company for such year regard- 
less of whether or not it was a personal 
holding company for the previous year. 
Since by far, most corporate taxpayers 
are owned and controlled by a few in- 
dividuals, a public accountant, as a 
practical matter, would first mote 
whether or not the gross income re- 
quirements come within the above men- 
tioned definition. If it does, then it is 
necessary to ascertain whether the stock 
ownership requirements are also pres- 
ent. 


IV. Exceptions. 


The statute excludes certain corpora- 
tions from the term “Personal Holding 
Company” as follows: 


1. A corportion exempt from tax- 
ation under Section 101. 

Section 101 of the Internal Revenue 
Code exempts 19 different classifications 
of corporations and associations, such as 
charitable, religious, business leagues, 
etc. 

2. Banks and trust companies (de- 
fined in Section 104). 

3. A life insurance company. 

4. A surety company. 

5. A foreign personal holding com- 
pany as defined in Section 331. 

6. A licensed personal finance com- 
pany under State supervision where 
the interest income received from in- 
dividuals on debts not exceeding $300 
comprise at least 80% of its gross in- 
come. 

7. A loan or investment corporation 
coming within the terminology of such 
subsection. 


V. Consolidated Returns. 

For the purpose of surtax on per- 
sonal holding companies, consolidated 
returns are not permitted except where 
the common parent corporation is a 
common parent of an affiliated group of 
railroad corporations entitled to file 
consolidated returns. Where a personal 
holding company is included in a con- 
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solidated income tax return by virtue 
of having filed a consent to be treated 
as an includible corporation, there may 
be imposed on its undistributed income 
both the personal holding company 
surtax and the Section 102 tax on the 
consolidated income. To prevent such 
double taxation, a dividend should be 
paid by such company to the extent of 
its undistributed Subchapter A net in- 
come. 


VI. Return to be Filed. 


A) As previously stated, when a tax- 
payer answers “yes” to the question on 
page 3 on Form 1120—“Is the corpora- 
tion a personal holding corporation 
within the meaning of Section 501 of 
the Internal Revenue Code?” the in- 
struction on Form 1120 is that an ad- 
ditional return on Form 1120H must 
be filed. 


B) A taxpayer is penalized for the 
failure to file a personal holding com- 
pany return to the same extent as it is 
penalized in the failure to file any other 
return as follows: 5% if the failure 
is for not more than 30 days, with an 
additional 5% for each additional 30 
days or fraction thereof, not to exceed 
25% in the aggregate. Under the sta- 
tute, such penalty is not to be asserted 
when such failure is due to reasonable 
cause and not due to willful neglect. 
Until recently, it appeared that the 
Commissioner of Internal Revenue 
would impose such penalty tax and such 
penalty would be sustained in practical- 
lv all cases where there was a failure 
to file a personal holding company tax 
return, even though at the time the re- 
turn was filed, the taxpayer did not 
believe it was a personal holding com- 
pany. 

However, recent decisions of the Tax 
Court and of higher courts indicate a 
more liberal tendency to relieve the 
taxpayer of the penalty for the non- 
filing of personal holding company re- 
turns where it was advised by its ac- 
countants or counsel to whom all the 
facts were disclosed that the taxpayer 
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was not a personal holding company 
within the meaning of the law, and the 
taxpayer in good faith acted upon such 
believing that it was not re- 
le a personal holding com- 
pany tax return. 

l’rederick Smith Enterprise Co. — 
Memo T.C.—Docket No. 11158—June 
4, 1947. 


Garrett Holding Corporation—9 ab, Ge 
No. 134, November 2 28, 1947. 

In the case of Hatfried, Inc. the Tax 
Court imposed a penalty, but was re- 
versed by the Circuit Court of Appeals 
for the 3rd Circuit on June 11, 1947. 
The Court stated that the Dobson rule 
does not prevent the reversal of the Tax 
Court on filis issue, since what con- 
stitutes reasonable cause, is a question 
of law, and where taxpayer disclosed 
all facts to the accountant preparing 
its returns who, in turn, disclosed all 
the facts on the taxpayer’s return, it 
was held that the taxpayer was not sub- 
ject to the penalty for non-filing of a 
personal holding company return. 

On the other hand, the penalty for 
non-filing was imposed tt upheld i 
the following cases: 

Bro-Jeff Theatres, Inc. — where it 
was not shown that the accountants 
who prepared their other returns had 
reasonable cause to believe that no 
forms 1120H should be filed for the 
years in question, since by that time 
ve statute had been in effect for several 

‘ars and interpretive court decisions 
had been made. (Memo TC, Dec. 29, 
1945 — Appeal dismissed by CCA-2, 
Oct. 21, 1946.) 

In Southeastern Finance Company 
(4 TC 1069), the Circuit Court of 
Appeals of the 5th Circuit on February 
5, 1946, affirmed the penalty and found 
taxpaver’s excuse that the President 
and General Manager did not know 
that it was required to file a personal 
holding co ap return until its ac- 

untant called the matter to his atten- 
tic m to be insufficient evidence. 

In the case of The Nirosta Corpora- 
tion (8 TC No. 113, May 9, 1947) the 


lax Court upheld the penalty imposed 
by the Commissioner for the reason that 
when the taxpayer was informed by 
the Revenue Agent that it was con- 
sidered a personal holding company, 
the failure to exert some effort to obtain 
information which would contradict 
that claim, would deprive it of any rea- 
sonable cause for failure to file a per- 
onal holding company income tax re- 
turn. 

The importance of introducing evi- 
dence to show reasonable cause for 
failure to file a personal holding com- 
pany tax return is illustrated in the 
case of Aramo-Stiftung, decided Nov. 

1947 (9 TC—No. 125). Because 
of the lack of such evidence, the Tax 
Court upheld the penalty imposed by 
the Commissioner. 

Where there is doubt as to whether 
or not a particular taxpayer is a per- 
sonal holding company and if there is 
serious doubt that there is sufficient 
reasonable cause not to file such re- 
turn, it might be preferable to file Form 
1120H by filling in all figures exclusive 
of tax computations and contend there- 
in that the taxpayer is not a personal 
holding company. This will at least 
start the tolling of the statute of limita- 
tions with respect to such year and ob- 
viate any possible imposition of penalty 
for non-filing. This suggestion may be 
followed even though the taxpayer 
shows a net loss. Upon examination 
by the Treasury Department, such loss 
may be converted into taxable income. 


VII. Personal Holding Company 
Income. 


Section 502 of the Internal Re- 
venue Code lists eight categories 
comprising personal holding com- 
pany income: 

a) Dividends, interest (other than in- 
terest constituting rent), royalties, an- 
nuities. 

b) Stocks and Securities Transactions— 
Gains from the sale or exchange of stock 
or securities. (except in the case of regular 
dealers ) 

Commodities Transactions — Gains 
from future transactions in any commodity 
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on or subject to the rules of a Board of 
Trade or commodity exchange. (Does not 


apply to bona fide hedging transactions as 
defined in Code) 
d) Estates and Trusts — Net income 


derived from estates and trusts and gains 
from the sale or other disposition of any 
interest in an estate or trust. 

e) Personal Service Contracts—Applies 
only if during taxable year, 25% or more 
in value of outstanding stock is owned di- 
rectly or indirectly by or for individual per- 
forming service. 

f) Use of Corporation Property by 
Shareholder—This also applies only where 
at any time during taxable year 25% or 
more in value of outstanding stock is owned 
directily or indirectly by individual entitled 
to use of property. 

g) Rents— Unless constituting 50% or 
more of gross income. Includes interest on 
debts resulting from sales of real property 
to customers in ordinary course of its 
trade or business, but does not include items 
under “f”. 

h) Mineral, Oil or Gas Royalties — Un- 
less (1) constituting 50% or more of gross 
income, and (2) deductions allowable under 
Section 23(a) (Expenses) other than sal- 
aries to shareholders, constitute 15% or 
more of gross income. 


The items in these categories requir- 
ing special attention are as follows: 


A. Interest 

With respect to interest income, care 
must be taken to see that income under 
some other name might be considered 
interest within the meaning of this 
section. For example: “extra-hazard” 
charges paid in addition to the legal 
rate of interest under the Missouri law, 
were held to be interest. Bond Auto 
Loan Corp., (CCA-8) 153 Fed. (2d) 
50. In the case of finance companies, 


it is frequently difficult to ascertain 
whether or not the profit is made in 
connection with the purchase and sale 


of trade paper, or arises as a charge for 
the use of money, in which latter case 
it would be held to be interest. Where a 
taxpaver received conditional sales con- 
tracts from dealers with supporting in- 
stallment notes executed by merchan- 
dise purchasers, and taxpayer ad- 
vanced 70% of the unmatured install- 
ments, less its charges, and the remain- 
ing 30% was paid after receipt by the 
taxpayer of the full amount due, it was 
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held that the transactions constituted 
loans secured by paper and not sales, 
and the income derived from the 
charges was interest. Southeastern 
Finance Co., 4 TC 1069. 

Under closely paralleling facts, ex- 
cept that the difference between the face 
value of the notes and the sales price 
paid by the taxpayer was called “carry- 
ing charges”, the Tax Court held that 
the charges were not interest. Elk Dis- 
count Corp., 4 TC 196. Both of these 
decisions were acquiesced in by the 
Commissioner. 

It is therefore important for the ac- 
countant to examine the contracts of 
the finance company to determine 
whether or not they clearly indicate 
that purchases were made of accounts 
or notes. In such case he might relieve 
the taxpayer of possible penalty for not 
filing a personal holding company re- 
turn by giving his opinion in writing 
that it is not a personal holding com- 
pany within the meaning of the law. 


B. Gains from Stocks and Securities 


The classification of gains from the 
sale or exchange of stocks or securities, 
does not include all capital gains, but 
only such capital gains that arise out 
of security transactions, except, of 
course, those engaged in by regular 
dealers in securities. Hence, such items 
as profits on the sale of other aig 
or real property are not included i 
this term. 

In connection with this sub-division, 
the accountant should note that all gains 
from the sale or exchange of stocks or 
securities are to be included without the 
deduction of any capital losses in order 
to determine whether or not the tax- 
payer fulfills the gross income require- 
ments. 

Furthermore, in the case of an in- 
vestor in mortgages purchased at a dis- 
count, in my opinion, any profit realized 
upon the receipt of mortgage amortiza- 
tion does not constitute capital gain or 
interest, and therefore is not personal 
holding company income. The reason 
for this is that the ordinary corporate 
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mortgage is not registered or in coupon 
form, and hence does not come within 
the definition of security within the 
meaning of this section of the code. 

In the preparation of the income tax 
return, it is important to note, before 
reporting any profit on sale of realty 
on an installment basis, whether or not 
the balance of such profit is required in 
order to prevent any possibility of the 
taxpayer being held as a personal hold- 
ing company. The reason for this is 
that once the taxpayer elects to file on 
an installment basis, it may not later 
contend that the entire profit should 
be considered in determining gross in- 
come in order to relieve the taxpayer 
from the filing of a personal holding 
company return. It was so held in the 
case of Frederick Smith Enterprise Co., 
Memo TC. June 4, 1947. 


C. Rents from 25% Stockholders 

It should be noted that rents re- 
ceived for the use of property rented 
to stockholders owning 25% or more in 
the value of the outstanding stock, is a 
separate classification under item (f), 
and does not represent rents under item 
(g). The inclusion of such items in per- 
sonal holding company income some- 
times converts the taxpayer to a per- 
sonal holding company. See Hatfried, 
Inc., (CCA-3) June 11, 1947. Bro- 
Jeff Theatres, Inc., (CCA-2) October 
21, 1946. 

In Furniture Financing Corp., 46 
BTA 240, the rent received from a 
partnership composed of corporation 
stockholders, was treated as personal 
holding company income. 

On the other hand, rent received from 
a corporation, even though owned by 
the same stockholders as the taxpayer, 
does not constitute gross income within 
Subdivision (f), since the code refers to 
use of the property by an individual. 
Minnesota Mortuaries, Inc., 4 TC 280 

-( Acq.) ; Plaza Realty Co.,2 TC (M) 
801. 


D. Rent Income 
Generally, rents do not constitute 


220 


personal holding company income. In 
an endeavor to limit this exclusion only 
to realty companies, when rents consti- 
tute less than 50% of gross income, it 
is included as personal holding company 
income. For the purpose of computing 
rent income under this subsection, rent 
realized from shareholders owning 25% 
or more in value of the outstanding 
stock is not included. On the other 
hand, included in the item of rent for 
this purpose is interest on debts owed 
to the taxpayer to the extent such debts 
represent the price for which real prop- 
erty held primarily for sale to customers 
in the ordinary course of its trade or 
business was sold or exchanged by the 
taxpayer. In view of the fact that real 
estate companies are classified as in- 
vestors or dealers, it would appear that 
the interest referred to in this sub- 
section would apply only to debts re- 
ceived by dealers in real estate, from 
sales made to their regular customers, 
and not to real estate investors who 
hold real property merely for the in- 
come derived therefrom. I do not be- 
lieve it was the intent of Congress to 
exclude from the definition of “rents”, 
interest received by the ordinary real 
estate investment company on purchase 
money mortgages during the time when 
they are being realized. I believe, the 
definition of “rents” for this purpose, 
should be enlarged to include all inter- 
est on debts owed to the taxpayer to 
the extent that such debts represent the 
price for which such real property was 
sold or exchanged by the corporation, 
and not limited merely to real estate 
dealers. 


Normally, real estate companies are 
not presumed to be personal holding 
companies for the reason that their rent 
income would usually constitute the 
greater part of their gross income. 
However, if a corporation owns secur- 
ities on which interest or dividends or 
capital gains have been received or real- 
ized, it may find itself to be a personal 
holding company in a particular taxable 
year. The accountant should therefore 
watch all items of gross income in such 
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a company and, where there is danger 
of having the rent income fall below the 
50% minimum requirement in such 
taxable year, he should recommend to 
the taxpayer either that it forego the 
receipt of capital gains by the sale of 
securities, or purchase other realty 
properties, so as to augment the gross 
income from rents sufficiently to pre- 
vent the taxpayer from being classified 
as a personal holding company. 


In order to compare the personal 
holding company income as above out- 
lined with the total gross income of the 
taxpayer for the taxable year for the 
purpose of ascertaining whether or not 
the personal holding company income 
amounts to 80% (or 70%) or more of 
its gross income, we must understand 
the term “gross income”. It is obvious 
that if the 100% factor considered as 
gross income is too high, the amount 
required to fulfill the minimum require- 
ment for the 80% (or 70%) of personal 
holding company income would likewise 
be too high. This might result in appar- 
ently excluding a company from the 
personal holding company classification, 
whereas, as a matter of fact, it might 
come within its requirements. The 
error is made chiefly in considering 
gross sales or gross receipts as “gross 
income”. For the purpose of this com- 
putation in the case of a trading com- 
pany, gross sales must be reduced by 
cost of goods sold, and only the gross 
profit is considered gross income. Simi- 
larly, where inventories are not an in- 
come determining factor, gross receipts 
must likewise be reduced by cost of 
operations. (Item 5, Form 1120) 


A recent example, where this error 
was made, is the case of Garrett Hold- 
ing Corp., which owned only corporate 
stock and a farm. In 1942 it received 
$74,000 in dividends, and $21,000 in 
gross receipts from the sale of farm 
produce. The officers of the company 
figured that it was not a personal hold- 
ing company because less than 80% 
of its gross income, as they computed 
it, was personal holding company in- 
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come. However, the Tax Court stated 
it should have deducted the cost of 
farm operations amounting to $19,000 
from the gross farming receipts before 
figuring the 80%. By so doing, the 
non-personal holding company income 
was reduced to $2,000 and the corpora- 
tion clearly became a personal holding 
company. (9TC No. 134, November 
28, 1947) 


E. Service Charges 

It is sometimes difficult to ascertain 
whether a particular receipt is gross in- 
come or not. In the case of charges 
made by parent companies to sub- 
sidiaries where a common buying office 
is maintained or a common plant and 
facilities are used or services rendered, 
there have been conflicting decisions. 
In the case of Jergens Co., 40 BTA 
868, where the parent charged the 
subsidiaries with their shares of its 
annual overhead expenses, such charges 
were held by the Court to constitute 
part of the petitioner’s gross income 
for that year, and hence were sufficient- 
ly in excess of its personal holding com- 
pany income to exclude it from the 
classification of a personal holding com- 
pany. On the other hand, the Circuit 
Court of Appeals for the 3rd Circuit, 
in the case of Kresge Department 
Stores, Inc. (134 Fed. (2d) 76), re- 
versed the Board of Tax Appeals and 
refused to allow the taxpayer to in- 
clude in its gross income a pro rata 
part of the taxpayer’s operating ex- 
penses for maintaining a buying office 
in New York which were charged to 
four stores, in two of which it had no 
financial interest. The higher court 
held that a corporation cannot lift it- 
self out of the class of personal holding 
company, simply by causing non-per- 
sonal holding company income to flow 
through its treasury, thereby increasing 
the amount of its gross income. Under 
such situation, by the exclusion of such 
items from its gross income, it held 
the taxpayer to be a personal holding 
company. 
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VIII. Stock Ownership. 


The second principal requirement in 
the determination of a personal holding 
company is the stock ownership test. 
The ownership of more than 50% in 
value the outstanding stock at any 
time during the last half of the taxable 
year by not more than five individuals 
meets this test. For this purpose, 
ownership of stock includes actual and 
constructive ownership. Stock construc- 
tively owned includes the following: 

1. Stock not owned by individual— 
ock owned directly or indirectly by 
or for a corporation, partnership, estate 
or trust, is considered as being owned 
mately by its shareholders, 
artners or beneficiaries. 

2. Family and partnership owner- 
ship—An individual is considered as 
owning stock owned directly or indi- 
r for his family or by or for 
his partner. For this purpose family 


St 


includes brothers and sisters, spouse, 

ancestors and lineal descendants. 
Options—If any person has an 
option to acquire stock such stock shall 
be considered as owned by such person. 
t. Convertible Securities—Outstand- 


securities convertible into stock, 
whether or not convertible during tax- 
able year, are considered as outstanding 
stock. 

Vhere there appears to be construc- 
tive ownershi ih Section 503 should be 
referred to, as well as the Regulations 
thereunder, so as nie determine the status 
of a corporation in this respect. 


IX. Undistributed Subchapter A 

Net Income. 

The starting point in determining the 
undistributed Subchapter A Net Income 
upon which the person: il holding surtax 
is computed, is the net income as de- 
fined in C -hapter 1 of the » Internal Reve- 
nue Code. This is the net income for 
normal tax purposes before the deduc- 
tion for dividends received credit, 1.e., 
Line 31 on Form 1120. The principal 
adjustments to this figure are: 


a2 


ceca 


1. The Federal income taxes paid or 
accrued during the taxable year, but not 
including taxes imposed by Sections 
102 and 500, are allowed as an addi- 
tional deduction. It appears that the 
ordinary corporation operating on an 
accrual basis deducts the amount of in- 
come tax accrued for the taxable year, 
whereas the taxpayer who is on a cash 
basis deducts the amount paid during 
the year. However, a decision of the 
Circuit Court of Appeals for the Dis- 
trict of Columbia held that the taxpayer 
should be permitted to deduct the fed- 
eral tax accrued for the taxable year 
even in the case where it was on a cash 
basis. Clarion Oil Co., (148 Fed. (2d) 
671). 

2. Charitable deductions are allowed 
up to a maximum of 15% of net income, 
in lieu of deduction taken for normal 
tax purposes. 

3. In the case of rent or other com- 
pensation received for the use of prop- 
erty owned or operated by the corpora- 
tion, the deduction for expenses and 
depreciation is limited to the amount 
received, unless the Commissioner 1s 
satisfied in accordance with the provi- 
sions of Section 505(b) 

4. The net cnnneiion loss deducted 
on Form 1120, is not allowed, and is 
added back. However, it will be noted 
later under the “dividends paid credit” 
that allowance is made therein for the 
net operating loss of the preceding tax- 
able year. 

5. For the purpose of the personal 
holding company surtax, the net income 
for a short period return is not placed 
on an annual basis. 

The resultant figure after the above 
adjustments are made is denoted as 
Subchapter A Net Income. From this 
figure, additional deductions are allowed 
in arriving at undistributed Subchapter 
A Net Income. The principal deduction 
is for dividends paid credit. This com- 
prises a number of items as follows: 


A. Dividends Paid Credit 
1. Credit is taken for taxable divi- 
dends paid, excluding dividends claimed 
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in the preceding year under Section 
504(c) and deficiency dividends as de- 
fined in Section 506(c). If a dividend 
is paid in property other than money, 
the amount used as a credit is the ad- 
justed basis of the property in the 
hands of the corporation or the fair 
market value thereof at the time of pay- 
ment, whichever is the lower. If a 
dividend is paid in obligations of the 
corporation, the amount used as a credit 
is their face value or their fair market 
value at the time of payment, whichever 
is the lower. In the case of taxable stock 
dividends or stock rights, the amount 
used as a credit is their fair market 
value at the time of payment. In the 
case of amounts distributed in liquida- 
tion, the part of such distribution which 
is properly chargeable to the earnings 
or profits accumulated after February 
28, 1913, shall, for the purpose of this 
credit, be treated as a taxable dividend 
paid. In order to qualify as a dividend 
paid, any distribution, not made in con- 
nection with a consent distribution, 
must be pro-rata, except to the extent 
f the preference to which a class is en- 
titled. 


1 


A further credit is allowed for 
consent dividends of an amount equal 
to such portion of the total sum agreed 
to be included in the gross income of 
shareholders by their consents filed 
under Section 28(d) as it would have 
been entitled to include in this credit, if 


actual distribution of an amount equal 
to such total sum had been made in 
cash, and each shareholder making such 


a consent had received, on the last day 
of the taxable vear of the corporation, 
the amount specified in the consent. 
Particular note should be made of the 
fact that before a consent dividend is 
allowed, all preferred dividends, both 


for the taxable year and, if cumulative, 


for prior taxable years have been paid, 
and that the corporation at any time 
during such year, has’ not taken any 
steps in, or in pursuance of a plan of 
complete or partial liquidation of all or 
any part of consent stock entitled to a 
share of the distribution after the pay- 
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ment of the preferred dividends as de- 
fined in Section 28(a). 

In order to avail itself of the use of 
consent dividends, a personal holding 
company must file simultaneously with 
the personal holding company return, 
signed consents made under oath by 
persons who were shareholders on the 
last day of the taxable year for all 
classes of consent stock. On the books 
of the corporation an entry should be 
made charging earned surplus and 
crediting paid-in surplus to the extent 
of the aggregate of the consent divi- 
dend. This has the effect of increasing 
the cost of each shareholder’s stock in 
the corporation and establishes a higher 
basis for the stock which is to be used 
in computing gain or loss upon the 
ultimate disposition of such capital 
stock by the shareholder. 

As part of the dividends paid credit a 
personal holding company is also en- 
titled to deduct the net operating loss 
for the preceding taxable year, but not 
m excess of the sub-chapter A net in- 
come for the taxable year. Thus, even 
though the net operating losses for the 
last two preceding years, deducted in 
computing net income on Form 1120, 
are added back in the computation of 
the sub-chapter A net income, by virtue 
of the dividends paid credit the personal 
holding company does get the benefit 
of the net operating loss, at least to the 
extent of the amount for the preceding 
taxable vear. With respect to the bank 
affiliate credit forming part of the divi- 
dend paid credit reference should be 
made to Section 26 (d) wherever it 
applies. 

The dividends paid credit which 
I have discussed to this point — 
namely: taxable dividends paid plus 
the consents dividend credit, the net 
operating loss credit, and the bank 
affiliate credit, comprises what is 
known as the basic surtax credit. 
(Section 27 (b)). 

The dividend carry-over is an addi- 
tional part of the dividends paid credit. 
In effect, it provides that any unused 
dividends credit for either or both of 
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the two preceding taxable years may be 
used as a credit in the taxable year. It 
is immaterial whether or not the cor- 
poration was a personal holding com- 
pany in the two preceding years; its 
sub-chapter A net income is to be de- 
termined a$ if it had been a personal 
holding company, and the excess of its 
basic surtax credit over the sub-chapter 
A net income may be carried over. The 
aggregate of the basic surtax credit and 
the dividend carry-over is entered as 
a dividends paid credit. 


In view of the fact that practically 
the entire balance of undistributed sub- 
chapter A net income is paid out in the 
form of a surtax, the accountant should 
recommend to all personal holding com- 
panies in that position either the pay- 
ment of cash dividends or the use of 
consent dividends credit, or both, to 
obviate this result. This should be true 
even though the corporation has an 
operating deficit ar der the Laws 
of the State under the taxpaver 
lend is not per- 
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> second class of deduction al- 


lowed in arriving at undistributed sub- 


chapter A net income is that for 
amounts used or irrevocably set aside 
to pav or retire indebtedness of any 

1i January 1, 1934, 


kind incurred prior to ’ 
if such amounts are reasonable with 
reference to the size and terms of such 
The taxpayer must furnish the 
information required by the return, and 
such other information as the Commis- 
sioner may require in substantiation of 


the deduction claimed. (Reg. 111, Sec. 
29.504-2). 

In a recent case, Merrimac Trading 
Co., (Tax Court Memo Decision, Au- 
gust 29, 1946) the taxpayer had a gen- 
eral agreement that a debt would be 
paid when cash was available and issued 
instructions to the bookkeeper to make 
an entry to that effect; the Court held 
that that action was insufficient to justify 
that the amount of the debt was “irre- 
vocably set aside” to pay or retire such 
indebtedness within the meaning of the 
statute, there being no formal resolution 
that the Board of Directors authorized 
a reserve of the amount of the debt so 
set aside. ‘ 

When this point is reached in the 
preparation of the return it will indi- 
cate the amount of undistributed sub- 
chapter A net income, which will be 
subject to the personal holding com- 
pany’s surtax, unless the corporation 
pays a dividend before the 15th day of 
the third month following the close of 
the taxable year. 

3. The third class of deduction is 
that for dividends paid after the close 
of the taxable year as provided for in 
Section 504 (c). If claimed in the re- 


turn, the amount of the dividend al- 
lowed is equal to that which would have 
heen includible in the computation of 
the basic surtax credit for the taxable 
year if distributed during said taxable 
-; but the amount allowed cannot 
‘eed either .. 
The undistributed sub-chapter A 
net income for the taxable year 
computed without regard to this 


} 1 . co 
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Ten percent of the sum of... 

(A) The dividends paid during 
the taxable year (with cer- 
tain limitations as stated in 
the Code), and 

(B) Theconsent dividends credit 
for the taxable vear 

In a recent Tax Court Case—Fred- 
erick Smith Enterprise Co.— Memo 
TC, June 4, 1947, the Court held that 


a dividend declared early in the year 


March 





“= "3 wD o&. @ sot 


mi 
tic 


th: 
di 
in 


19. 











Tax Problems of Personal Holding Companies 


1941 prior to the due date of the return 
on March 15, 1941, covering the calen- 
dar year 1940, but not paid until March 
26, 1941, was disallowed as a dividend 
paid credit as stated in Sec. 504 (c) 
which requires that such a dividend 
must have been paid by March 15, 1941. 

The result obtained after these deduc- 
tions represents the undistributed sub- 
chapter A net income which is subject 
to the surtax rate of 75% of an amount 
not in excess of $2,000 plus 85% of the 
balance. The personal holding company 
return and the amount of surtax indi- 
cated therein is filed in the usual man- 
ner—simultaneously with the filing of 
the corporation’s regular income 
tax return. However, upon ex- 
amination of the personal holding com- 
pany return by the Treasury Depart- 
ment which seeks to impose an addi- 
tional surtax on the corporation, the 
company may prevent the imposition of 
that t tax by the use of the deficiency 
divi poe which will be commented upon 

> following paragraphs. 


X. Deficiency Dividends. 
1) As defined in Section 506 (c), a 





deficiency dividend means the 
amount of the dividends paid— 
(a) on or the date of the 





closing agreement with the 


J 


Commissioner of Internal 
Revenue. 
(b) on or after the date of the 


decision of the Tax Court of 
the United States become’ 
final, and 

(c) prior to filing a claim within 
sixty days after the date of 
the closing agreement, or the 
date upon which the decision 
of the Tax Court becomes 
final—as the case may be. 


The limitation of time prevents me 
from going into detail with respect to 
deficiency dividends. Whenever there 
is a deficiency with respect to the per- 
sonal holding company surtax, the ac- 
countant should study Section 506 of 
the Internal Revenue Code and the 
Regulations thereunder so as to comply 
with its requirements. By carefully fol- 
lowing the provisions of this Section, 
the accountant will be able to eliminate 
the effect of any deficiency in personal 
holding company surtax. The impor- 
tance of following the statute and regu- 
lations in this respect is emphasized in 
the recent decision of the U. S. District 
Court, Western District of Missouri, 
handed down on June 20, 1947, in the 
case of Barnett Investment Co., in which 
the taxpayer, a personal holding com- 
pany, did not take the steps provided 
by the statute to secure a deficiency 
dividends credit, but entered into an 
agreement with the Revenue Agent, 
and accepted and relied upon his advice , 
that such instrument constituted a final 
closing agreement under the statute. 
The Court held that such an instrument 
and representations are insufficient to 
support the taxpayer’s claim to a de- 
ficiency dividend credit or to a refund 
of the additional taxes imposed and 
paid. 


XI. Foreign Personal Holding Com- 
panies. 

No attempt is made in this paper to 
cover foreign personal holding com- 
panies. Section 510 of the Internal 
Revenue Code should be referred to 
with respect thereto. 
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Substantive Content of Tax Refund Claims 


By SAMUEL JOYCE 


HE scope of this article is confined 
- a consideration of the grounds, 
facts and evidence required to be stated 
a valid claim for refund, with special 
reference to the drastic doctrine of the 
Samara Case announced by the Second 
Circuit Court in 1942, which is still in 
its developmental stage.! 


Ii 


i, 


SoME BAstc CONSIDERATIONS 


Importance of Claim for Refund 
The filling of a proper and timely 
claim for refund is important for four 
main reasons: 
The statute forbids the Commis- 
‘om making a credit or refund 
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Mr. Sherman is a tax practitioner 
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York firm of accountants and has 
written extensively on various tax 
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This article is based on an address 
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21.R.C. Sec. 322(b) (1). 
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Accountant, pp. 47-67. 
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after the expiration of the period of 
limitation for the filing of a claim for 
refund.? 

(2) The filing of a claim for refund 
is an absolute and indispensable prere- 
quisite to a suit in court for recovery 
of an overpayment of tax. 

(3) Recovery can be had only upon 
the grounds specified in the refund 
aes . 

) In a tax refund suit, the claimant 
on confined to the facts and evi- 
dence embodied in his claim for refund 
or submitted to the Commissioner prior 
to rejection of his claim.‘ 

The obvious purpose in requiring the 
filing of a claim for refund before in- 
stituting suit is to give the Commis- 
sioner notice of the nature of the claim, 
afford him an opportunity to investigate 
the merits of the claim, and permit him 
to take appropriate action on the claim 
without the delay and expense of litiga- 
tion.® 


Statutes and Regulations on 
Content of Refund Claims 


The statutes will be searched in vain 
for any provisions prescribing the form 
and content of a refund claim. Congress 
has entrusted that function to the rule- 
making power of the Treasury Depart- 
ment. Thus, Section 3772(a) (1) of the 
Internal Revere Code provides that no 
suit or proceeding can be maintained in 
any court for the recovery of an over- 
payment of tax “until a claim for refund 
or credit has been duly filed with the 
article, “Important Aspects 
York University Fourth 
71-297, which was reprinted in the January, 


Andrews, 302 U. S. 517 (1938). 
5 This is the crux of the doctrine of the Samara Case discussed infra, with which this 
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Substantive Content of Tax Refund Claims 


Commissioner, according to the provi- 
sions of law in that regard, and the reg- 
lations of the Secretary in pursuance 
thereof.” 

One notable exception may be noted 
to the foregoing statement. In the 
special statute’ enacted after the in- 
validation of the Agricultural Adjust- 
ment Act of 1933 by the Supreme 
Court,$ Congress expressly provided, 
with respect to claims for refund of pro- 
cessing taxes and other A.A.A. taxes, 
that “All evidence relied upon in sup- 
port of such claim shall be clearly set 
lorth under oath.’ 

e statutory void has been filled by 
Treae sury Regulations of long standing 
which pr ovide with reference to the sub- 
stantive content of refund claims, as 
Foll 10 


IOLIOWS : 


‘The claim must set forth in detail 
and under oath each ground upon 
which a refund is claimed, and facts 
sufficient to apprise the Commis- 
sioner of the exact basis thereof.” 

1 further! 

‘The claim, together with appro- 
priate een evidence, must be 
filed in the office of the collector for 
the district in which the tax was 
paid.” 


According to the Treasury Regula- 
tions, therefore, the three principal in- 
gredients of a claim for refund are 
grounds, facts and evidence. 


t 





Grounds, Facts and Evidence 
Distinguished 
The distinction between “grounds,” 
“evidence” is not crystal 
Treasury meet 


ig 


facts” and 
lear from a reading of 
lations and court decisions. In brief, i 

may be said that facts are the things 
that actually happened or were done or 
existed.!? In other words, they are the 


acts or things done which generated the 
tax controversy. Evidence includes all 
the means by which any matter of fact 
is established or disproved.!3 Grounds 
are the legal reasons why the claimant 
considers himself entitled to a refund. 
In many claims, the facts and grounds 
are frequently intertwined, the grounds 
of the claim being apparent from the 
recital of the facts. Very few claims 
present all the evidence upon which the 
taxpayer relies. In many instances, it 
is impossible to furnish the evidence 
with the claim. For example, the basic 
fact in dispute may be the value of 
stock on a particular date. The tax- 
payer should, of course, set forth in his 
claim the value that he claims for the 
stock and such further facts as will tend 
to substantiate such value. However, 
at the trial of the case, the taxpayer may 
attempt to establish the value of the 
stock by expert testimony or opinion 
evidence. Even if the taxpayer were to 
attach an affidavit of the expert to his 
claim for refund, it would not constitute 
proper legal evidence. The expert must 
testify in court, establish his qualifica- 
tions, state his opinion, and be subject 
to cross-examination. In the discussion 
that follows, it is important to bear in 
mind the vital distinction between facts 
and evidence, since these terms are fre- 
quently confused as though they were 
synonymous and interchangeable 


If. 
THE GROUNDS OF THE CLAIM 
FOR REFUND 
It is of the utmost importance that 
the refund claim set forth each and 
every ground upon which recovery is 
claimed, for three reasons: 
(1) No refund or credit will be allowed 
by the Commissioner after the ex- 
piration of the statutory period of 


7 Revenue Act of 1936, Title VII, Secs. 901-917. 


8 United States 
9 Revenue Act of 1936, Sec. 903. 
10 Sec. 29.322-3, Reg.111. 

11 Sec, 29.322-2, Reg. 111. 
12 Richardson on Evidence 
13Tdem, S1, p. 1. 
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v. Butler, 297 U. S. 1 (1936). 


(5th Ed.) S6, p. 4. 








The New York Certified Public Accountant 


limitation for the filing of a claim 
for refund except upon one or 
more of the grounds set forth in a 
claim filed prior to the expiration 
of such period.!4 
A refund claim cannot be amended 
after the expiration of the statutory 
period of limitation to set up new 
grounds for recovery, unless it be 
clearly shown that the Commis- 
sioner has waived the requirement 
of the regulations as to the particu- 
larity with which the grounds for 
refund are required to be stated.!5 
(3) No recovery can be had in a suit 
for tax refund on grounds other 
than those stated in the claim for 
refund.!6 
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It has been held that a taxpayer may 
state as many grounds for refund as he 
wishes regardless of consistency, pro- 
vided facts are disclosed on which the 
Commissioner may act.!”? Accordingly, 
the safest and most advisable course to 
pursue is to set out in the claim every 
possible ground for recovery that may 
be urged. 

Suppose a taxpayer fully sets forth 
all the facts giving rise to his claim but 
demands relief upon an _ erroneous 
ground or theory. Is his claim legally 
defective so that recovery will be 
barred ? 

Such a situation was presented in the 
case of Wunderle v. McCaughn.'8 
There, it was discovered upon the death 
of an employee, that his account was 
overdrawn $4,553.82. The taxpayer 
cancelled this debt and claimed a de- 
duction therefor, which the Commis- 
sioner disallowed and asessed an addi- 


14 Sec. 29.322-3, Reg. 111. 


tional tax thereon. In his claim for re- 
fund, the taxpayer assigned as a ground 
for recovery the Commissioner's dis- 
allowance of the “item of $4,553.82, 
representing a bad debt.” An affidavit 
attached to the claim recited all the es- 
sential facts, from which it was readily 
apparent that the proper ground for 
deducting the amount of the cancelled 
indebtedness was that it constituted a 
bonus or additional compensation to the 
deceased employee and was an ordinary 
and necessary business expense of the 
taxpayer. The court held “that the fact 
that an erroneous legal theory is pre- 
sented, or, more specifically, that the 
deduction is claimed as a bad debt when 
it is really something else, does not 
destroy the legal sufficiency of the claim 
for refund”, where all the facts and cir- 
cumstances were set forth fully and in 
detail in the claim that was filed.!? 
From a standpoint of equity, the 
principal of this case is unassailably 
sound. If the Commissioner has been 
fully apprised of all the material facts 
in support of the claim for refund, why 
penalize the taxpayer for selecting the 
wrong section of the Revenue Act as 
the ground for relief? Certainly, the 
Commissioner is charged with knowl- 
edge of the internal revenue laws and 
with the duty to refund an overpayment 
of tax.29 Accordingly, if the facts of 
the case disclosed to the Commissioner 
justify a refund to the taxpayer, it 
should not be denied merely because the 
taxpayer “has placed his prescription 
for relief in an erroneous capsule.?! 
Unfortunately, the weight of author- 
ity appears to be contrary to the prin- 
ciple enunciated in Wunderle v. Mc- 


15 U, S. v. Andrews, 302 U. S. 517 (1938) ; U. S. v. Garbutt Oil Co., 302 U. S. 528 (1938). 
16U. S. v.Felt & Tarrant Mfg. Co., 283 U. S. 269 (1931); Real Estate-Land Title & 
Trust Co. v. U. S., 309 U. S. 13 (1940) ; Red Wing Malting Co. v. Willcutts, 15 F. (2d) 626 


(C.C.A. 8, 1926). 
17 Kales v. U.S. 


5 F. (2d) 497 (C.C.A. 6, 1940), aff’d 314 U. S. 186 (1941) ;Reynolds 


at 
v.McMurray, 77 F. (2d) 740 (C.C.A. 10, 1935) ; Ferguson v. U. S.,2 F. Supp. 1012 (Ct. Cls., 


1933). 
18 38 F. (2d) 258 (D.C., Penn. 1929). 


19 A similar view was expressed in Warner v. Walsh, 24 F. (2d) 449 (D.C. Conn., 1927). 


207.R.C. Sec. 322(a). 


21 See Philip Zimet, “Effect Upon Section 722 and Refund Claims of Cases Like Blum 
Folding Paper Box Company” in Proceedings of New York University Fourth Annual 
Institute on Federal Taxation (1946), pp. 861-864. 
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Caughn supra. In the case of Real 
Estate-Land Title & Trust Co. v. 
U. S.,?2 the issue centered around an 
abandoned title insurance plant. The 
taxpayer’s claim for refund was based 
solely on the ground that it was entitled 
to an allowance for obsolescence. At 
the trial, the taxpayer advanced the 
alternative contention that it was en- 
titled to a deduction for a loss arising 
from abandonment of the property. 
However, the Supreme Court ruled that 
“in the absence of a waiver by the Gov- 
ernment . .. or a proper amendment, 
petitioner is precluded in this suit from 
resting its claim on another ground.” 

The sharp conflict between equity 
and the formal requirements of refund 
claims is strikingly demonstrated by the 
recent case of Campau Realty Co. v. 
United States.°3 There, the court re- 
luctantly dismissed the taxpayer’s suit, 
because at the trial it asserted a con- 
cededly proper but new legal ground 
for recovery; however, six months 
later, the court withdrew its original 
opinion and decision and ordered a new 
trial.?4 

III. 


THe FActs AND EVIDENCE IN SUPPORT 
OF THE CLAIM FOR REFUND 


Until comparatively recently, tax 
practitioners were under the impression 
that a claim for refund was adequate 
if it presented sufficient facts to apprise 
the Commissioner of the grounds upon 
which the claim was based, so that he 
could intelligently and expeditiously in- 
vestigate and pass upon the merits of 
the taxpaver’s claim. While it was well 
recognized that a claimant could not 
maintain an action in court upon an 
entirely different and distinct ground 
from that presented to the Commis- 


22 309 U. S. 13 (1940). 


2369 F. Supp. 133 (Ct. Cls., Jan. 6, 1947). 


sioner, no one thought for a moment 
that the claimant would be confined in 
court to the same evidence as was sub- 
mitted to the Commissioner prior to re- 
jection of the claim.?5 

The faith reposed in this seemingly 
well settled principle was shattered by 
the startling doctrine announced in 
1942 by the U. S. Circuit Court of Ap- 
peals for the Second Circuit in Samara 
v. U. S.,26 that a claimant would be 
confined not only to the grounds and 
facts set forth in his claim but would 
also be limited to the evidence presented 
to the Commissioner prior to rejection 
of the claim. 


Doctrine of the Samara Case 


The conclusion reached in the Samara 
Case was eminently fair but the ratio 
decidendi, that is, the underlying prin- 
ciple or doctrine of the case has been 
stated in much broader language than 
the specific facts of the case warranted. 

The facts of the Samara Case are es- 
sentially simple. The taxpayer sued for 
a refund of $264.91 which he paid as 
compensating taxes upon importations 
of cotton under the Agricultural Ad- 
justment Act of 1933 invalidated by the 
Supreme Court in 1936. The claim 
filed was palpably insufficient in that it 
failed to furnish the information and 
margin data required by the Treasury 
Regulations and the printed instruc- 
tions on the form. In addition to setting 
forth the several tax payments making 
up the amount claimed, the taxpayer 
merely alleged that he bore the burden 
of the tax, which was nothing more 
than a legal conclusion unsupported by 
any facts.2? The Commissioner dis- 
played exemplary patience with the tax- 
payer. He sent two letters to the tax- 
payer, pointing out the insufficiency of 


24 See 1947-4 C.C. H. Fed. Tax Service Par. 9355 (July 7, 1947). 

25 There was ample supporting authority for this view. See Snead, Collector v. F. H. 
Elmore, 59 F. (2d) 312 (C.C.A. 5, 1932); Paul Jones & Co. v. Lucas, 33 F. (2d) 907 (D.C., 
Ky. 1929) ; Fidelity & Columbia Trust Co. v. Lucas, 7 F. (2d) 146 (D.C., Ky., 1925). 

26 129 F. (2d) 594 (C.C.A. 2, 1942), aff’g 39 F. Supp. 880 (D.C., N. Y., 1941). 

27 “General assertions and conclusions are not sufficient.” Vica Co. v. Com’r, 5 T. C. 


535, 539 (1945), aff'd 159 F. (2d) 148 (C.C.A. 9, Jan. 9, 1947). 
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his claim and suggesting various types 
of evidence that the taxpayer should 
submit to substantiate his claim. The 
taxpayer paid no heed to the Commis- 
sioner’s letters and rejection of the 
claim inevitably followed. The taxpayer 
thereupon filed suit in the District 
Court and the Commissioner moved for 
summary judgment. The lower court 
dismissed the complaint upon jurisdic- 
tional grounds; however, the Second 
Circuit Court sustained the dismissal 
upon the merits. 

The legal question posed by these 
facts was whether the taxpayer, at the 
trial of the case, should be confined to 
proof of the facts and grounds presented 
to the Commissioner prior to rejection 
of his claim. If so, dismissal of the 
complaint was proper inasmuch as the 
facts submitted by the taxpayer in sup- 
port of his claim were grossly inade- 
quate to make out a prima facie case. 

That this is the exact point decided 
by the Second Circuit Court in the 
Samara Case is evidenced by the fol- 
lowing excerpt from Judge Swan’s 
opinion : 

“The court proceeding is intended 
only as a review of the Commis- 
sioner’s decision. Hence new grounds 
or facts in support of the claim should 
be submitted to the Commissioner by 
a timely amendment to the claim for 
refund. * * * New facts which the 
Commissioner has had no opportu- 
nity to pass upon cannot, in our opin- 
ion, be adduced at the trial. This is 
not to say that the taxpayer cannot 
get a fresh decision on any disputed 
fact which was submitted—he may 
call the witnesses whose statements 
he set forth in his claim for refund— 
but he cannot use facts which he 
failed to disclose ; that is he must not 
withhold part of his ammunition un- 
til the trial. There is certainly no 
hardship in applying such rule in the 


28 Later in its opinion, the court again framed the issue as follows: 


case at bar, for the plaintiff was re- 
peatedly warned by the Commis- 
sioner’s letters” (italics supplied). 


Unfortunately, elsewhere in its opin- 
ion, the court has used unnecessarily 
broad language in framing the legal 
question or issue involved in the 
Samara Case. At one point, it was said 
by the court, “Whether the court will 
be confined to the same evidence as was 
presented to the Commissioner is an- 
other question to be discussed later.”28 
As shown in the above quotation from 
the court’s opinion, the precise point 
actually decided by the court was much 
narrower. Specifically, the court ruled 
that a taxpayer would be precluded 
from offering evidence at the trial as to 
“new facts which the Commissioner has 
had no opportunity to pass upon’ be- 
cause they were not presented to him 
prior to rejection of the claim. That, 
of course, is vastly different from say- 
ing that a claimant would be restricted 
“to the same evidence as was presented 
to the Commissioner” and would be 
barred from offering new evidence or 
additional evidence to prove facts and 
grounds previously presented to the 
Commissioner in support of the claim. 

Flushed with its initial victory in the 
Samara Case, the Government has 
pushed its claims to new outposts and 
more extreme positions. It has stood 
intransigently upon the extreme con- 
tention that a claimant should be pre- 
cluded from offering evidence in court 
as to any matter, unless the identical 
evidence was presented to the Commis- 
sioner prior to rejection of the claim. It 
has maintained that when a taxpayer 
sues on his claim in court, he is not 
entitled to a trial de novo, but merely 
to a review of the Commissioner’s de- 
termination in the light of the evidence 
presented to the Commissioner prior to 
rejection of the claim. It has resisted 
the introduction of rebuttal evidence 


“Upon the trial of 


his action the question will arise whether he (the claimz sig” is er to the evidence presented 


to the Commi ssioner. és 


In Louis F. Hall & Co., 


Inc. v. 148 F. (2d) 274 (C.C.A. 


1945), the Second Circuit Court cited the Samara Case an hx dine * ‘that the evidence admissible 


at the trial was confined to that presented to the Commissioner. 
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offered by the claimant, to refute, ex- 
plain or overcome doubts cast upon the 
claimant’s affirmative case through facts 
elicited by Government counsel on 
cross-examination, or otherwise. Final- 
ly, it has sought to extend the applica- 
tion of the rule of the Samara Case to 
other cases, besides those involving 
processing tax refund claims, such as 
applications for relief from excess 
profits taxes under Section 722.?9 

We must bear in mind that the doc- 
trine of the Samara Case is still in a 
state of flux and development. The 
courts will probably have to wrestle 
with a good many more cases, espe- 
cially those involving less aggravated 
patterns of factual concealment than in 
the Samara Case, before the final metes 
and bounds of the doctrine may be defi- 
nitely marked out. However, there are 
two recent Tax Court decisions which 
are strongly indicative of the trend or 
direction toward which the courts seem 
to be moving on this subject. To these, 
we now turn our attention. 


EVE: 
LIBERALIZATION OF THE SAMARA 
DOCTRINE 


The East Texas Case 

East Texas Motor Freight Lines v. 
Com’r%° is the first excess profits tax 
case in which the Tax Court granted 
relief to a taxpayer upon an application 
filed under Section 722 of the Internal 
Revenue Code. In the successful out- 
come of the case, the taxpayer was 
greatly aided by Judge Black’s liberal 
rulings on the admissibility of evidence, 
which the Government sought to ex- 
clude under the rule of the Blum Fold- 
ing Paper Box Co. decision.*! 

The liberality of the court’s eviden- 
tiary rulit ings is manifest from the fol- 


1aw: 
owlt ne: 


z 


29 Blum Folding Paper Box Co. v. Comr, 


307 T. C. 579 (1946). 


31 Supra, footnote 29. 


(1) The taxpayer was permitted to 
introduce additional evidence at the 
trial as its qualification for relief under 
Section 722(b)(4), even though the 
facts relating to the qualifying change 
in the character of the taxpayer’s busi- 
ness had not been presented in the ap- 
plication for relief. 

(2) The taxpayer was permitted to 
introduce evidence laying the founda- 
tion for an entirely new reconstruction 
of normal earnings. This reconstruc- 
tion was completely different in method 
and amount from the reconstruction 
contained in the taxpayer’s application 
for relief, the latter having been aban- 
doned at the trial as worthless because 
it was based almost entirely on post- 
1939 earnings, 

(3) Holding that the proceeding be- 
fore it was a trial denovo, the Tax 
Court declined to limit its consideration 
of the case to a bare review of the Com- 
missioner’s determination on the basis 
of the record made by the taxpayer be- 
fore the Commissioner prior to rejec- 
tion of the application. 


The South Coast Corporation Case 


The scope of the Samara Rule was 
sharply contested in South Coast Cor- 
poration v. Com’r,35 a processing tax 
case decided by the Tax Court on Janu- 
ary 3lst of this year. Although a great 
deal of evidence offered by the taxpayer 
was excluded by the court, nevertheless 
the decision represents a further relaxa- 
tion and liberalization of the tight and 
narrow doctrine of the Samara Case 
for which the Government vigorously 
contended. 

First of all, the court definitely re- 
jected the Government’s sweeping con- 
tention that, at the trial of a case, a 
claimant is restricted to the “identical 
evidence” presented to the Commis- 
sioner prior to rejection of the claim. It 


4 T. C. 795 (1945). 


52 These evidentiary rulings were made during the course of the trial and are not discussed 
in the published opinion of the case. See article by Jacquin D. Bierman, “First Allowance 
f Sec gh 722 Relief’, in September 1946, issue of The New York Certificd Public Accountant. 
33 T. C. Memo Decision, Docket No. 446 P.T., January 31, 1947. 
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held that a claimant may adduce any 
evidence to prove his case, provided 
such evidence relates to “facts or 
grounds” previously submitted to the 
Commissioner, 

Secondly, the court permitted the 
taxpayer to introduce rebuttal evidence 
over the Government’s strenuous objec- 
tion that such evidence had not been 
submitted to the Commissioner prior to 
rejection of the claim. At the trial of 
the case, the Government contended 
that the taxpayer’s method of comput- 
ing the cost of its sugar cane was in- 
correct and insisted that part of the 
initial planting and cultivating costs 
should have been allocated to the crops 
harvested in subsequent years. To over- 
come this attack upon the accuracy of 
its cost figures, the taxpayer offered 
evidence purporting to show that there 
was no material variance between the 
cost of the cane computed under the 
method of accounting that it consistent- 
ly followed and the cost computed under 
the method of allocation sponsored 
by the Government. The reception of 
rebuttal evidence marks a distinct set- 
back to the Government’s efforts to en- 
large the scope of the Samara Doctrine 
beyond its natural intendment. 


V. 
CRITIQUE AND CONCLUSION 

In the Samara Case, the Government 
tried to persuade the Court to accept 
a novel and drastic preclusionary rule 
of evidence. Unfortunately, the Samara 
Case, so far as the taxpayer was con- 
cerned, was a pitifully weak case, with 
all the equities heavily weighted in 
favor of the Government. The harsh 
result reached in that case gives point 
to the familiar maxim that “hard cases 
make hard law.” 

Fortunately, in the process of judicial 
evolution, the extreme doctrine of the 
Samara Case has been cut down to 
proper size. The Frank and South 
Coast Corporation decisions, among 
others, make it clear that a taxpayer 

34+ See cases cited at Note 6, supra. 
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will not be “restricted to the identical 
evidence presented to the Commis- 
sioner” but will not be permitted to 
“offer evidence of additional facts or 
new facts on which the Commissioner 
has not had the opportunity to pass.” 

Tested by fundamental principles of 
justice and the necessities of adminstra- 
tive practice, this modified and more 
limited version of the Samara Doctrine 
can be properly defended on sound, 
rational grounds. A taxpayer should 
present to the Commissioner the 
grounds and supporting facts on which 
his claim for refund rests, for two com- 
pelling reasons: 


First, the basic scheme and purpose 
of the refunding provisions of the stat- 
ute, as well as the Treasury Regula- 
tions, are to give the Commissioner an 
opportunity to investigate the merits of 
the claim without unnecessary delay 
and expense and to act on the claim be- 
fore suit is instituted.44 Obviously, the 
Commissioner cannot do that, if he is 
kept in the dark by the taxpayer as to 
the factual basis of the claim. The Com- 
missioner should not be required to 
make a general, fishing investigation of 
the taxpayer’s books and records in 
order to discover the grounds and facts 
in support of the claim, not revealed by 
the taxpayer in the first instance. 


Secondly, if the claim is rémoved 
from the arena of administrative action 
to the courts, the Commissioner should 
not be unfairly exposed to the element 
of surprise. When the Commissioner 
comes into court to defend the Govern- 
ment’s interest again the refund claims 
asserted by the taxpayer, he should not 
be confronted, for the first time, with 
evidence as to new grounds or new facts 
which he has had no opportunity to 
investigate or verify. 

On the other hand, once the taxpayer 
has submitted to the Commissioner all 
the essential grounds and facts in sup- 
port of his claim, there is no sound rea- 
son why he should also be required to 
present all his evidence to the Commis- 
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sioner prior to rejection of the claim. 
For one matter, the burden of proving 
and establishing, by proper and com- 
petent evidence, that he is entitled to a 
refund, rests upon the taxpayer. That 
this is an onerous burden is attested by 
the legion of cases in which taxpayers 
have failed to obtain recoveries for fail- 
ure of proof. Furthermore, the Com- 
missioner cannot possibly be taken by 
surprise, if he has been fully informed 
of the grounds and facts claimed by the 
taxpayer and has followed this up with 
the usual field examination of the tax- 
payer's books and records ordered for 
the purpose of verifying the merits of 
the claim. In the final analysis, the 
Commissioner’s objection to the admis- 
sion of evidence offered by the claimant 
(which is otherwise competent, revelant 
and material) should be sustained only 
on the plea of surprise; that is to say, 
when the proffered evidence pertains to 
new facts or new grounds, which were 
not previously presented to the Com- 
missioner and which he had no oppor- 
tunity to investigate and verify before 
coming into court. 

A different situation obtains with 
respect to rebuttal evidence offered by 
the taxpayer. Here, it is the Commis- 
sioner who has adduced new matters 
during the trial of the case, in an at- 
tempt to undermine and discredit the 
taxpayer's affirmative case in support 
of the claim. In a great many cases the 
Commissioner does this without calling 
a single witness of his own and merely 
relying on cross-examination of the 
taxpayer’s witnesses, to bring out ap- 
parent contradictions, weaknesses and 
flaws in the taxpayer’s proof. The tax- 
payer should be accorded an equal op- 
portunity to answer and refute the evi- 
dence elicited by the Commissioner 
on cross-examination or introduced 
through his own witnesses. The South 
Coast Corporation case indicates that 
the courts will recognize the inherent 
right of a taxpaver to offer rebuttal 
evidence, in order to explain, repel and 


disprove the doubts cast by the Govern- 
ment on the taxpayer’s affirmative case, 
even though such rebuttal evidence has 
never been presented to the Commis- 
sioner prior to rejection of the claim. 
In ruling upon the admissibility of re- 
buttal evidence, the trial court is vested 
with considerable discretion; however, 
improper refusal to receive rebuttal evi- 
dence constitutes reversible error.*> 

The possible preclusion of evidence 
does not loom up as a serious problem 
in the average tax refund case, where 
the grounds and facts are relatively 
simple and the taxpayer has made a 
substantial effort to set them forth in 
his claim for refund. The problem as- 
sumes serious proportions in those 
cases where the claim rests upon a 
complex set of facts, involving refer- 
ence to economic, historical and ac- 
counting data of considerable complex- 
ity, such as claims for refund of proc- 
essing taxes and applications for relief 
under Section 722. Other areas of the 
tax law, where the problem may possi- 
bly crop up, are Section 45 (allocation 
of income and deductions between re- 
lated taxpayers controlled by the same 
interests), Section 102 (surtax on cor- 
porations improperly accumulating sur- 
plus), and Section 112 (reorganiza- 
tions), all of which frequently involve 
complex factual situations. The prob- 
lem is, of course, an ever present cause 
of concern in any refund claim, where 
the taxpayer withholds material ground 
and facts from the Commissioner. 

A claimant who pursues a policy of 
concealment and non-disclosure in the 
presentation of his claim for refund 
runs the risk of having his evidence 
excluded upon objection by the Com- 
missioner. He can expect little tender- 
ness or consideration from the courts 
unless he demonstrates good faith, 
candor and cooperativeness in making 
available to the Commissioner the ma- 
terial facts upon which his claim rests. 


35 Charles D. Hamel, Practice and Evidence Before the U. S. Board of Tax Appeals 


(1938), p. 345. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Unincorporated Business Tax— 

Allocation 

A partnership subject to the Unin- 
corporated Business Tax has an office 
in Chicago. For purposes of internal 
management it allocates its income on 
a basis suitable to itself and the books 
reflect such allocation. For purposes of 
the Unincorporated Business Tax it 
uses the factors provided in the law. 
This method happens to allocate less 
income to New York than the amount 
reflected on the books of account. One 
of our members would like to know if 
the Tax Commission may disregard the 
statutory factor method and insist on a 
report based upon the allocation as per 
books. 

The allocation of income under the 
Unincorporated Business Tax is treated 
differently from allocation under the 
franchise tax. The law (Sec. 386(g) ) 
provides that the income “shall be ap- 
portioned so as to allocate to the state 
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on a fair and equitable basis a propor- 
tion of such income in accordance with 
approved methods of accounting.” The 
law goes on to say that if the books are 
kept so as to disclose the income earned 
within the state, the return shall disclose 
the total income, the part apportioned 
to the state, and the basis of apportion- 
ment. If this basis is approved the re- 
turn is accepted. If the books do not 
disclose the proportion of income al- 
located within the state or if the basis 
of apportionment is not approved, the 
allocation must be made on the basis of 
the factors enumerated in the law. 
From the way the law is set up it 
would seem that an apportionment ac- 
cording to the books if accepted by the 
Tax Commission would be binding. It 
is only where the books do not disclose 
an apportionment or where such method 
is unacceptable that the allocation must 
be made according to the enumerated 
factors. Apparently the Tax Commis- 
sion may disregard the factor method. 


Real Estate Corporations—Interest 
Payments Taxed as Dividends 


A real estate corporation pays a tax 
of two per cent on dividends paid dur- 
ing the year preceding March 1, the due 
date of the return. Interest paid to any 
stockholder or member of his immedi- 
ate family owning in excess of five per 
cent of the issued capital stock is con- 
sidered to be dividends, provided the 
proceeds of the indebtedness upon 
which the interest is paid were used to 
acquire assets. However, only ninety 
per cent of such interest is taxed as 
dividends. There is another proviso, 
“that such interest up to an amount not 
exceeding one thousand dollars shall not 
be so taxed.”” This section of the law 
(182) was amended in 1947, but the 
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wording of the new provision is not too 
clear as to just how to compute the 
portion of such interest paid that is 
subject to tax as dividends. Under 
prior law 100% of such interest was 
taxed and payments to members of the 
immediate family were not included. 

For example, suppose the amount of 
interest actually paid is $2,000, A literal 
reading of the law might result in one 
of two computations. The law reads in 
part as follows: “Ninety per cent of ... 
(such interest) ... shall... be taxed as 
dividends.” 90% of $2,000 would be 
$1,800. The law then contains the pro- 
vision quoted above. The interpretation 
of the words ‘such interest’ in the pro- 
‘iso causes the difficulty. If this refers 
to ninety per cent of the interest then, 
in our illustration, $1,000 of the $1,800 
would be deducted and $800 would be 
taxable. If such interest refers to the 
total interest paid, then $1,000 would 
be deducted from $2,000, leaving $1,000 
of which 90% or $900 would be taxed. 

On new Form 42 C.T. the Tax Com- 
mission is interpreting this provision 
according to the way it has been admin- 
istering an analogous provision under 
Art. 9-A by deducting 10% of total in- 
terest paid or $1,000, “whichever is 
larger’, and taxing the balance. In our 
illustration of this provision the taxable 
interest would thus be $1,000. 

It is our opinion that the Commis- 
sion’s interpretation is not correct since 
the provision in the law does not use the 
identical language used in Art. 9-A, 
“whichever is larger”. A literal inter- 
pretation would subject to tax the 
amount arrived at after taking 90% of 
the total interest paid and then apply- 
ing the one thousand dollar maximum. 
It may well be that the Commission in- 
tended this provision to be similar to 
Art. 9-A, but the legislature put it in 
language that brings about a different 
result. 

In preparing Form 42 C.T. taxpayers 
should answer questions 7 (e) and 7 
(f) to conform with the literal inter- 
pretation of the law rather than with 
the method called for on the return. 


1948 


New Form 42 C.T.—Some 
Comments 


Taxpayers may now submit balance 
sheets and income information on a 
fiscal year basis, if the corporation 
reports on such a basis to the Treasury 
Department. However, since one part 
of the tax is computed on the basis 
of the full value of gross assets as of 
the last day of the calendar year, that 
information must still be submitted as 
of December 31st. Question 4 asks for 
this information. 

Only dividends and interest actually 
paid during 1947 enter into the com- 
putation for the two per cent tax. 

The schedule (D), showing a segre- 
gation of assets, is for the purpose of 
the 2% tax on dividends. This schedule 
provides for average values of assets 
and presumably any reasonable method 
of averaging would be acceptable. In- 
tangible assets would probably be 
deemed to have a situs in New York 
if the company is a domestic corpora- 
tion, and would thus be allocated to 
New York. However if the intangibles 
have a business situs outside New York, 
there is a basis for allocating such as- 
sets outside of New York. The tax 
on gross assets is based upon the full 
value of the assets on December 31st, 
and for that purpose average values 
may not be used. 

The purpose of schedule L (showing 
officers salaries) is to enable the Tax 
Commission to determine whether such 
salaries are in effect dividend distribu- 
tions, in which event they would be 
subject to the 2% tax. 

An extension of time for filing the 
return will usually be granted, but a 
corporation must in any event file a 
tentative return by March Ist and 
make a payment of the total tentative 
tax. 

It is well to be reminded again that 
only real estate companies, as defined in 
the law, are taxable under Sec. 182 and 
that if the corporation engages in other 
activities it loses its classification as a 
real estate company. For example, if 
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the corporation is affiliated with a busi- 
ness corporation it may be taxed as a 
business corporation under Art. 9-A; 
and items 8a and 8b of the return are 
designed to elicit the information con- 
cerning such proscribed relationship. 
Item 9 is a series of questions to disclose 
other possible activities of the corpora- 
tion that might change the classification 
of the company as a real estate corpora- 
tion, such as the loan of money or prop- 
erty to its stockholders, or the holding 
of property under a leasehold of less 
than 20 years duration, or acting as 
insurance agent or broker, managing 
real estate for others, etc. 


Claim for Revision or Refund 


Several members have called our at- 
tention to some ‘rough’ treatment they 
feel they have had at the hands of the 
Tax Commission because they had not 
filed Form 113 on time. Prior to April 
13, 1943, when Sec. 374 was amended 
to provide for the filing of an applica- 
tion for revision or refund on a pre- 
scribed form, the Commission handled 
such applications quite informally. Any 
letter of protest was accepted as an ap- 
plication for revision and Form 113 was 
not an absolute requirement. In spite 
of the fact that the more formal re- 
quirement of a prescribed form has been 
in the law since April, 1943, many tax- 
payers and accountants are not yet fam- 
iliar with this provision and have been 
relying on their earlier experience in 
handling claims more informally. For 
some time after the law was amended 
the Commission continued a liberal 
policy of recognizing informal applica- 
tions for revision as a compliance with 
the law. Because of the former estab- 
lished procedure we would urge the 
Commission to give this provision a 
more equitable interpretation. We do 
not urge a blanket disregard of the law. 
Each case could be considered on its 
own merits. The Commission is, as we 
know, primarily interested in deciding 
a case on the basis of the facts and the 
applicable law and not on the technical 
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advantages it might take of a taxpayer 
because of a provision in the law regard- 
ing a formality with which the tax- 
payer is not yet fully familiar. 

At our regular monthly meeting of 
December 9, 1946, Deputy Commis- 
sioner George B. Klein discussed the 
work of the Refund and Revision Sec- 
tion. His talk was reported in the Feb- 
ruary, 1947, issue of The New York 
Certified Public Accountant. Members 
are advised to reread pages 81 and 82 
of that issue for a further clarification 
of the necessity for filing a formal claim 
for revision. 


Formal Hearing and Determination 


After a rejection of a claim for revi- 
sion a taxpayer may make a demand 
for a formal hearing. This too is made 
on a form prescribed by the Tax Com- 
mission (Form 114). The demand 
must be made within ninety days from 
the date of mailing of the Commission’s 
decision on the application for revision 
or refund. 

This hearing is a very important 
proceeding for the taxpayer. It is prac- 
tically a preliminary trial of his case, 
and the proceedings take on the atmo- 
sphere of the Court room. A steno- 
graphic record is then taken of the 
testimony presented. Rules of legal 
evidence in Court room procedure gov- 
ern the admission of testimony. Wit- 
nesses are cross-examined. The tax- 
payer has the burden of proof since 
the assessment of the Tax Commission 
is presumed to be correct. A deter- 
mination by the Tax Commission is 
then made and mailed to the taxpayer. 

The record made at the formal hear- 
ing becomes the basis of any appeal 
to the courts and consequently the tax- 
payer must approach the hearing as he 
would any action in Court before a 
jury. He must submit all the evidence 
to prove the factual basis of his claim. 
Any omission may be fatal, since he 
cannot submit new evidence in arguing 
his appeal from the Commission’s deter- 
mination. 
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To best protect the interest of the 
taxpayer the accountant should con- 
sider the advisability of getting the 
assistance of a competent attorney at 
this stage of the proceedings, unless he 
himself has some familiarity with the 
laws of evidence and knows how to 
build up his case before the Commis- 
sion by establishing all the facts and 
testimony to substantiate the taxpayer’s 
clam. The argument on the law is 
based upon the facts placed before the 
Commission at the formal hearing and 
nothing else. 


Legal and Accountanting Concepts 
of Accrual—Deduction for Execu- 
tor’s Commission on Income 


Paul Wolfe told us of a case he had 
before the Tax Commission recently in- 
volving the question of the accrual of 
executor’s commission on income. He 
had filed fiduciary returns for an estate 
for the years 1936 to 1942, inclusive, 
on an accrual basis and each year he 
accrued as a deduction executor’s com- 
missions on the income. The commis- 
sions were formally approved by the 
Surrogate in 1944. The Tax Commis- 
sion disallowed the deduction each year 
on the ground that there could be no 
accrual of the liability until the Surro- 
gate approved the accounting. 

This decision would seem to be a 
distortion of the concept of accrual as 
the accountant understands the term. 
The accountant’s idea of accruing a 
deduction is to match income and ex- 
pense for a definite taxable period. In 
the early years of the administration of 
federal income tax laws, when Con- 
gress and the Treasury Department 
decided to adopt the accountant’s con- 
sidered thought on the subject of in- 
come, this accountant’s concept of ac- 
crual was accepted as_ representing 
sound tax accounting. Somewhere 
along the line, the lawyers started 
‘meddling’ with this concept, with the 
result that there has been introduced 
into the administration of the tax law 
the concept of a legal accrual which is 
quite at variance with the accountant’s 
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concept. The worst feature of the legal 
accrual is that an item of income or a 
deduction accrues in full on a single 
date. 

In a case such as Paul Wolfe reports, 
the Commission is apparently approv- 
ing a deduction in one year for accruals 
covering six years. This in spite of the 
fact that the regulations permit the 
filing of returns on an accrual basis 
in the accounting sense. 

Obviously such a construction of 
accrual does not clearly reflect income 
for a taxable period of one year. In 
this particular case the result was most 
inequitable to the taxpayer, but it could 
also work against the State. Under 
Art. 9-A the Commission itself realizes 
this and the law and regulations pro- 
vide that it may determine the year 
or period in which any item of income 
or deduction shall be included in order 
properly to reflect entire net income. 
As an illustration of a situation in which 
income may not be properly reflected 
the regulations cite the reporting of in- 
come on a completed contract basis 
where the total income derived from a 
contract is reported in the year of com- 
pletion. The Commission indicates that 
it may require the reporting of such in- 
come over the entire contract period on 
some proper basis. 

In our opinion the executor’s com- 
missions on income properly accrued 
and were deductible each year. The 
regulations do not imply a further 
qualification that the commissions prop- 
erly accrued must also be approved by 
the Surrogate before they- may be said 
to have been incurred. The regulations 
use the term accrual in the accounting 
sense. 


Loss on Sale of Real Estate— 
Ordinary Loss or Capital Loss 


One of our members asks us to dis- 
cuss the nature of a loss on the sale of 
real estate by a taxpayer who is in a 
business other than real estate. He 
notes that the Treasury Department 
has ruled that a taxpayer may be in 
more than one trade or business and 
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where such a taxpayer has invested in 
one or more parcels of real estate a loss 
on sale can be deducted in full as an 
ordinary loss. He also asks whether 
the Commission has issued any similar 
rulings. 

The law and regulations (Art. 151) 
provide that a deduction may be taken 
for losses, other than capital losses, in- 
curred in the taxpayer’s trade or busi- 
ness or in any transaction entered into 
for profit. 

The definition of capital assets (Art. 
485(a)) excludes land or depreciable 
property used in a trade or business. 

The Tax Commission recognizes the 
fact that a taxpayer may be in more 
than one business. However, for in- 
come tax purposes, it distinguishes be- 
tween investments in real estate and 
being in the real estate business. The 
Tax Commission does not interpret the 
distinction as liberally as the Treasury 
Department, probably because of the 
difference it makes in the resulting tax 
if a loss is treated as a capital loss rather 
than as a deduction in full from ordi- 
nary income. Under Article 9-A the 
mere ownership of real property within 
the state by a foreign corporation con- 
stitutes doing business in New York. 
Under the income tax law a strict inter- 
pretation of trade or business is applied 
against the taxpayer, whereas if the 
analogous strict provision in the fran- 
chise tax law were applied it would 
favor the taxpaver. This situation 
which has been brought tp our attention 
on a number of occasions can be de- 
cided only in the courts on the specific 
facts of each case. The question is: 
when does the holding or operation of 
one or two or even three parcels of real 
estate constitute the carrving on of a 
business, something that engages the 
time, attention or labor of a taxpaver as 
a principal, serious interest ? 

Article 415 of the regulations says 
that btisiness is carried on if it is here 
with a fair measure of permanency and 
continuity and that a taxpaver is carry- 
ing on a business if he “pursues an 
undertaking constantly as one relving 
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on his profits therefrom for his income 
or part thereof The regulations 
also say that a taxpayer may enter into 
transactions for profit and yet not be 
engaged in a trade or business. 

Under the Unincorporated Business 
Tax the law itself says that a taxpayer 
who buys or sells property for his own 
account or who holds, leases, or man- 
ages real property shall not be deemed 
to be engaged in business for that reason 
alone. 


Form 201—Resident Return 

This is the form to be used by those 
taxpayers who may not use Form 200, 
or who prefer to use this form becaus 
they do not wish to use the optional 
deduction. The new form provides for 
the optional deduction of 10% of gross 
income but not in excess of $500 avail- 
able to the taxpayer (line 32). 

In connection with the optional de- 
duction it should be noted that the total 
deduction for a husband and wife is 
10% of the aggregate gross income not 
in excess of $500. On separate returns 
this deduction may be claimed by the 
husband or the wife or may be divided 
between them. Once elected the choice 
of the optional deduction is irrevocable 
for the particular year. The instruc- 
tions define gross income for this pur- 
pose as consisting of compensation, 
interest, dividends, income from part- 
nerships, estates and trusts, other in- 
come including the gross profit from 
the sale of non-capital assets (exclusive 
of losses), gross profit from a business 
or profession (line 15, Schedule A) 
and gross rents. 

The official instruction sheet (Form 
201-1) is a good summary of the salient 
features of the law. The instructions 
have the effect of official regulations. 
Some of the points emphasized are 
noted herewith. A taxpayer who does 
not maintain books of account must 
make his return on a strictly cash basis. 
A return may be made for a fiscal year 
ending on the last day of a month other 
than December, provided a taxpayer 
keeps books of account on such a fiscal 
year basis. 
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The enumeration of non-taxable in- 
come includes proceeds of life insurance 
policies and contracts received by rea- 
son of the death of the insured. Also 
a bad debt recovery to the extent that 
such debt did not reduce the income tax 
liability of the t taxpayer for a taxable 
year not more than three years prior 
to the year in which the recovery is 
made is not income. This represents 
the extent to which the state has 
adopted the tax benefit rule. 

A stock dividend is not taxable, but 
the stock issued in payment of the divi- 
dend must be new stock. Reacquired 
stock of the issuing company, that is 
treasury stock, is not a stock dividend 
and so is taxable. 

The return is certified by the tax- 
payer or his agent. It is not to be 
notarized. 


Surplus as of the beg 


yinning of the taxable period............ eaee ee 


Real Estate Corporation—Addi- 
tional Tax on Dissolution 


In the January issue of the State Tax 
Clinic we commented on the observation 
of one of our members that the two 
per cent tax on the surplus available 
for distribution at the time of dissolu- 
tion should take into account the reduc- 
tion of that surplus by the tax itself. 
This requires the application of a little 
mathematics to the problem and we in- 
vited our members to work out the solu- 
tion. Here it is, neatly submitted by 
Julius I. Unger, who incidentally in- 
forms us that he has actually used it 
in connection with an application for 
consent to dissolution and that the Tax 
Commission accepted the literally cor- 
rect result : 


$15,000 


Net income earned since the close of the preceding taxable year, before 


provision for federal income taxes and before 2% state tax on surplus 
Se ee Tee PE eer eT oe 


lf X& = State taxes 


Then .21 ($5,000 — X) = Federal income taxes 


X = .02 [$15,000 + $ 
After clearing equation: 
State taxes (X) = $373.10 


5,000 — .21 ($5,000 — X} — X] 
1.0158X = $379.00 


Federal taxes = .21 ($5,000 — $373.10) = $971.65 


Proof of state taxes: 


Surplus, beginning of period...... 
Net Income Garned: <<... «6.0 exe 
ess: Hedetal taxes. s.<s 0+ $9 

3 


State taxes 


Total taxable surplus.... 


State taxes @ 2% 


Proof of Federal income taxes: 


ROT ICOMOS ssile.8) soo ee 
Meessic: State tances joliais Shs ewes 
Federal tax @ 21%...... 


Unincorporated Business Tax— 
Exemptions 
The law (Sec. 386f) speaks of two 
exemptions before computing the tax 
upon the net income of an unincorpo- 
rated business. One ts referred to as a 
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ee T eee eT eT $15,000.00 
acarcrars $5,000.00 
71.65 
73.10 
1,344.75 3,655.25 
‘ihe ese neers $18,655.25 
373.10 








$5,000.00 
3435.10 


4,626.90 
971.65 


deduction of $5,000. The other is an 
exemption of that portion of the net 
income which represents the distribu- 
tive share of a partner in the business, 
and such income is subject to the unin- 
corporated business tax in the partner’s 
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return or, if the partner happens to be 
a corporation, such income is subject to 
tax under Article 9-A, 9-B, or 9-C. 

As an illustration of this provision 
the regulations cite an example that fre- 
quently comes before the Tax Commis- 
sion. A joint venture is entered into 
by A, an individual, B & C, a partner- 
ship, and D, Inc., a corporation taxable 
under Article 9-A of the Tax Law. 
Each has a one-third interest and it is 
assumed that the joint venture consti- 
tutes the carrying on of an unincorpo- 
rated business. B & C as a separate 
entity is required to file a partnership 
return for purposes of the unincorpo- 
rated business tax. If the net income of 
the joint venture is $300,000, the share 
of B & C is exempt from the net income 
of the joint venture because that share 
is subject to the unincorporated tax of 
B & C and the share of D, Inc., is like- 
wise exempt because it may be subject 
to the franchise tax of D, Inc. 

In the above illustration if the B & C 
partnership and the D corporation do 
all of their business in New York, the 
exemption seems quite equitable since 
the same income is not subjected to 
double taxation. But if the partnership 
and the corporation do business both 
within and without the state, the group 
of taxpayers constituting the joint ven- 
ture may enjoy a considerable tax ad- 
ventage. 

Consider another situation that has 
often come before the Tax Commission. 
The joint venture carries on its busi- 
ness entirely in New York. Assume 
that the partnership is properly entitled 
to apportion its income, 30% to New 
York and 70% to Pennsylvania, and 
assume that the corporation is entitled 
to an allocation of income, 10% to New 
York and 90% to Ohio. In this situa- 
tion on the basis of the same net income 
as in the previous illustration only 30% 
of $100,000 would be subject to the Un- 
incorporated Business Tax of the B & C 
partnership and only 10% of $100,000 
would be subject to the Franchise Tax 
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of the D corporation. So far as the 
joint venture is concerned it would 
seem that it would still be entitled to 
the exemption of $200,000. The Tax 
Commission has been accepting this 
solution as being in accordance with the 
law and regulations, even though the 
tax benefits seem to be altogether with 
the taxpayer. 

The exemption of $5,000 raises an 
issue. Is this exemption to be taken as 
a deduction from the net income before 
the division of the distributive shares to 
the partnership and corporation or is it 
a deduction to be taken only against the 
net income of the joint venture after the 
exemption of the $200,000 distributable 
to the partnership and the corporation. 
The latter treatment is of course the 
one the taxpayer seeks and that is the 
one that the Tax Commission approves. 


Cooperating with the State Tax 
Commission 


At the Society’s dinner in honor of 
our state tax administrators held on 
December 4, 1947, a number of sugges- 
tions were made for the mutual assist- 
ance of our members and the Commis- 
sion. Deputy Commissioner Emory 
Burton requests that all returns be 
complete when filed. If an answer to 
a question is ‘none’, that word should 
be inserted. He suggested that the 
use of a rubber stamp might save time. 


Deputy Director Harold J. Connors 
suggested that in filing the franchise tax 
return if the third minimum method 
(salary elimination basis) is applicable, 
the data should be added as a rider. He 
also stated that in writing to the com- 
mission for forms, separate letters 
should be sent for each type of form so 
that the letters could go to the different 
units for prompt attention. In the case 
of quantity requests unfolded returns 
will be sent. He asks accountants not 
to ask for too many returns, and he 
indicated that it might take at least a 
week for a mailing to be completed. 
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Conducted by WILLIAM W. WERNTZ 


A VERY large perecntage of all stop- 

order opinions issued by S. E. C. 
have dealt with promotional companies. 
As a rule, there have been about three 
major accounting issues: First, the 
valuation of the assets shown in the 
financial statements ; second, the segre- 
gation and treatment of payments for 
promotional services; and third, the 
necessity for disclosure of cost to the 
promoter in the case of assets trans- 
ferred by him to the company, usually 
in return for stock. Notwithstanding a 
long line of opinions beginning with the 
Unity Gold case in 1934, such cases 
continue to arise. The most recent is 
the opinion in the matter of Thdmas- 
color Incorporated issued on November 
26, 1947 (Securities Act Release No. 
3267), by which the stop-order pro- 
ceedings were dismissed and the regis- 
tration statement permitted to become 
effective on the ground that amend- 
ments had been filed which, the Com- 
mission said “corrected the misstate- 
ments and omissions developed in the 
course of the hearings.” Nevertheless, 
the Commision undertook to describe 
what it felt were the shortcomings of 
the registration statement as originally 
filed. Since several of its more impor- 
tant comments dealt with the financial 
statements of promotional companies 
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and the opinion is typical of the Com- 
mission’s stringent approach to the 
major problems mentioned above, we 
quote the entire discussion of the finan- 
cial statements : 


5. Financial Statements 

The financial statements contained in 
the registration statement, as originally 
filed, were highly misleading in the dis- 
closures and accounting treatment of 
registrant’s stock issued for intangibles. 
The significance of this matter is evident 
from the fact that these intangibles 
amounted to $2,014,941.03 out of total 
assets shown in the balance sheet aggre- 
gating $2,551,583.40. 

The intangibles acquired by registrant 
from Thomas and the predecessor interests 
controlled by him were shown on the bal- 
ance sheet as follows: 

“Patents and Patent Applications 
(representing the amounts of such assets 
as carried on the books of predecessor 
interests plus the excess of the stated 
value of common stock issued therefor 
over the net assets as shown by the 
books of such predecessor interests)— 
(Note 2) $2,014,941.03. 


Note 2, which indicated an intention to 
amortize the account, included the follow- 
ing: 

“2. The amount of $2,014,941.03 at 
which the item ‘Patent and Patent 
Applications’ is carried in the above 
balance sheet represents the valua- 
tion of such patents and patent ap- 
plications by the Directors and is 
based upon the par value of the 
579,800 shares of Class A Stock of 
$5 par value less 81,377-27/49 shares 
returned to treasury and on 10 cents 
per share for the 100,000 shares 
Class B issued therefor with adjust- 
ments for other assets acquired and 
liabilities assumed. 

“Said valuation does not purport to 
be the cost to the original owners. 
The following is a comparison be- 
tween the amount at which patents 
and patent applications are carried 
in the above balance sheet and the 
amounts at which they were carried 
in the balance sheets of the prede- 
cessor interests. 
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AAOMISACOION TUCORDOLACEU: < ci s5515 ve 0s Ginie ele vine aw a enna wise es S2,014,941.03 an 
th 
Predecessor Interest di 
; te : ; ta 
Richard Thomas Enterprises, Inc.: 
SCRIBE GOCECMONT 6 o.oa csc ccncccecacaveneed’ $935,000.00 
Stock issue expense—commissions.......... 186,991.00 
Undistributed expenses, including 
depreciation, $/0,322.49 occccccessccracees 215,748.67 
Organization expense ..........eccc cee eces 15,653.60 393,593.27 
Scientific Development Company............+.sseeecccees 173,710.66 
Thomascolor Corporation, $39,200.00, less reserve for 
BINGTUPATION SUL G29 vcs dacsedaesesanwaecera seeewies 27,574.51 
Inventions and processes acquired from Richard Thomas... 10t stated) 
$1,554,678.44" 
In addition to the data given in Note 2 the registrant gave the following information 
in Note |: 
Consideration in Common Stock 
“Assets Acquired Class A Class B 
707% shares Thomascolor Corporation.......... ey 
5m nde seein A. of 
60% teres S = . . 2 , ae , X 
| interest in Scientific Development Company 56.800 100,000 a 
Certain inventions and processes and all letters ad 


patent which may issue thereon.............6- 
Caf 





40% interest in Scientific Development Company 40,000 : 
Purchase of assets and assumption of liabilities of 7 
lhomascolor Corporation ee 100,006 bal 
90 shares of the capital stock of Thomascolor rr 
EMOPOL OIG os 50'o-n:o s10iG, 5 opie apne rin sis chanel eesva ieeaty ‘ 9,009 = 
Purchase of all assets (except $3,000 cash) from, = 
and assumption of liabilities of, Richard Thomas “ef 
PCM COTT IBS. ENC. vias aces oA be ae 0k 8 o0 we 374,000 rip 
sone, 2 Ath, fur 
MIAN xsd oxinamsie gee enee de erelesmagens 579,800 100,000 I 
Sold for $1,000 cash to Richard Thomas........ 200 = 
DN isiccsicravntunnyesnnnveKieennnys 580,000 100,000 ae 
ie infc 
clo: 
“On June 12, 1947, the Company of $3. It was improper to designate this whi 
having acquired the assets (except as a part of the cost of patents and patent bus 
$3,000 cash) and assumed the liabili- applications, thus grossly inflating that trol 
ties of Richard Thomas Enterprises, item. The impropriety of the original pres- The 
Inc. on May 20, 1947, entered into entation is now conceded since the our 
an agreement, subject to the ap- amended balance sheet provides for an Uni 
proval of the Commissioner of Cor- “adjusted” column in which the $698,000 we 
porations of California, to acquire, (now labelled “promotion stock’ in the shor 
for the nominal consideration of unadjusted column) is eliminated both part 
$3.00, 139,600 shares of the capital from the assets and the stock accounts. adi 
stock of Richard Thomas Enter- Second, the original balance sheet failed ie 
prises, Inc. which had been issued to distinguish between amounts which ci 
in accordance with the terms of a should have been identified wtih patents pt 
lice nse agreement as explained in and those arising from promotion, The oe 
Note 3 to the balance sheet of that ecord discloses that a substantial portion boi 
corporation. of the entire sum originally identified as ; 

This presentation was misleading in two patents and patent applications was actu- for 
basic respects. First, the amount carried ally promotion cost arising from the isst- mad 
as patents and patent applications included ance of registrant's stock at par value to he. 
the sum of $698,000 represented by the Thomas and the constituent related enter- fact 
139,600 shares of promotion stock which, prises, which for all practical purposes acco 
subject to approval of the Corporation were merged or consolidated into the reg- thes 
Commission of California. is to be istrant. The balance sheet as amended will 
“acquired” for the nominal consideration now carries patents and patent applications Cort 
19¢ 
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Accounting at the S.E.C. 


at the nominal amount of $1, and all of 
the remainder of the $2,014,941.03 is now 
displayed under the caption: “Other In- 
tangibles—Excess of par or stated value 


of stock issued over net tangible assets 
acquired on May 20, 1947 (Note 2).” The 
following detail is now set forth on the 
face of the balance sheet: 16 


Richard Thomas Enterprises, Inc.—promotion stock [$698,000 


eliminated as explained].......... 


Scientific Development Co.: 


$237,000.00 


Patents agvcarried on: its be@OKS<.o sec occ os/oc worm era caer 173,710.66 

BESGESS) 5 scares sro Lesas Wee Aisne ek 4 4ibs ol evase Wi Sata ON Ow CE 104,142.82 
Thomascolor Corporation (Nevada): 

Patents as carried on its books......2¢0.0s cirteeeters Saenars 27,574.51 

BU SCOSG gore ferastns: <b al area UN EE ae OG Set ee howe 323,119.77 
Patent application acquired from Richard Thomas......... ee 30,000.00 


$ 895,547.76 


Expenses incurred by Richard Thomas Enterprises, Inc. [in 


detail—depreciation, royalties, 


advertising, promotional work, 


stock issue expenses, organization expenses and liquidation 


CM PERSE SIT as oorsta aia wes oisresee vita ein 
Total Excess as Described Above—Note 1............e.00- es 


Similarly, a balance sheet of the con- 
stituent California Corporation prepared as 
of the date immediately prior to the merger 
or consolidation and included in the origi- 
nal registration statement, contained the 
caption “License Agreement. . . $935,000,” 
an amount corresponding to the par value 
of stock issued by it to promoters. This 
lance sheet has now been amended and 


bz 

the above mentioned caption has been 
changed to “Intangible Item Represented 
By Shares Issued In Connection With 


License Agreement,” which is explained 
further in a footnote. 

In brief, the financial statements in- 
cluded in the original registration state- 
ment overstated registrant’s assets and 
minimized, if not deliberately concealed, 
information that would have fairly dis- 
closed the true nature of the assets with 
which it was represented the registrant’s 
business would be conducted.!7 The con- 
trolling accounting principles are not new. 
They have been frequently enunciated in 
our earlier decisions. For example, in 
Unity Gold Corporation, 1 S.E.C. 25 (1934), 
we specifically stated that donated stock 
should not be reflected in asset accounts, 
particularly property accounts, tangible or 
intangible. This is a well recognized and 
accepted accounting principle. See also 
Yumurt Jute Mills Company, 2 S.E.C. 81, 
87 (1937). The fact that in the instant 
case approval by the California Corpora- 


421, 392. ? 27 
$1,316,940.03 940.03 





tion Commission is yet to be obtained 
before the registrant actually receives the 
“donated stock” affords no basis for de- 
parting from these principles because the 
nature and purpose of the contract re- 
lating to the acquisition of the stock by 
the registrant establishes it as an item 
which could not properly be considered 
an asset. 

In Yumuri Jute Mills, supra, in comment- 
ing on the balance sheet, we stated: 

“We find that it is materially mislead- 
ing to attribute the entire $1,000,000 to 
such specific intangibles as ‘Franchises, 
Grants, and Leases,’ when as in this case, 
much of the stock was admittedly issued 
for promotional services of all kinds. 
The failure to break down this item on 
the balance sheet into its component 
parts results in concealing from the view 
of investors matters of relevancy to the 
worth and nature of the underlying 
asset.” 


See also Unity Gold Corporation, 1 S.E.C. 25 
(1934); Rickard Ramore Gold Mines, Ltd., 
S.E.C. 377 (1937); Thomas Bond, Ine., 
S.E.C. 60 (1939). 

The failure to apply to the facts the 
proper principles of accounting resulted in 
misleading financial statements which did 
not adequately and fully disclose the facts 
as to the nature and source of the in- 
tangibles and the existence of inflated 
asset accounts. 


uibo 


16 The facts as to the shares to be donated to the registrant were also fully explained 
for the first time in footnotes; other appropriate additions to the footnotes also were 


made. 


17 It is not enough to say that here perhaps much (but by no means all) of the 
factual background forming the basis of the original patent and patent application 
account was given in footnote data. Significant data were not provided; but even if 
these had been given there is an obligation to present the material in a way in which it 
will be useful to the informed but less sophisticated readers. See Universal Camera 


Corporation, SEG (1945). 
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The Taxpet 








By Lewis Gtiutck, C.P.A. 


Case Comment 
abe the Kirhy case to the ordi- 


nary taxman and he thinks of the 
Kirby Lumber case, 284 US 1. But in 
this neck of the woods he most likely 


thinks of the Kirby Petroleum case, 
326 US 599. 


Causa Mortis 


We quote with pleasure the following 
from the case of Margaret S. Shackle- 
ford. Some of the lady’s vigor seems 
to have percolated to Judge Delehant of 
Omaha who said: 

“She was not quite 69 years of age, in 
vigorous health, socially active, and boast- 
fully hopeful of a long life when she made 
the transfer, and she continued to live for 
some seventeen years thereafter.” (47-1 
USTC 10527, footnote 2.) 


Information Please! 


L. H. Creel wants an answer to this 
question: May a taxpayer waive a re- 
fund? 

The writer thinks the answer is “yes” 
if you look at the verb “may”. The real 
question is: How can he do it legally? 
It has always been our understanding 
that anyone may make gifts to the gov- 
ernment, via conscience fund or other- 
wise. But can a Collector of Internal 
Revenue legally accept such a gift via 
the waiver-refund route? Please tell us. 

In the April, 1935, issue of the Tax 
Magazine, Paul Haensel had an article 





Lewis Giuick, C.P.A., has been 
a member of our Society since 1924. 
He is now engaged in practice in 
Long Beach, California. He is best 
known as the SHOPTALKER, under 
which name he has been writing 
since 1928. 
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entitled “The California Syncrotax”’. 
Never heard of it since (the tax, we 
mean, not Dr. Haensel). Whatever be- 
came of it? 


Under the Maple Leaf 


We learn from our favorite newspa- 
per that our Canadian neighbors have 
trouble in getting tax refunds, too; and 
that the delays of law there are just as 
bad as ours. On November first, the 
Exchequer Court allowed Imperial Oil, 
Limited, a deduction of $526,000 from 
its 1930 return. It seems that seventeen 
years ago a vessel owned by the tax- 
payer sank a U. S. ship, and the Cana- 
dian concern had to pay for it. The 
Court ruled the damages were deducti- 
ble “since it was an item in the costs of 
marine operations and had to be taken 
into account before profits from opera- 
tions could be determined.” 


Tax Counsel Upheld 


Tax-men will be gratified by the 
Brooklyn & Richmond Ferry case (9 
TC, No. 115). “Taxpayer, on advice 
of the tax manager of an accounting 
firm, concededly qualified to give such 
advice, failed to file excess profits tax 
returns. The Commissioner imposed a 
25% penalty, but the court holds that 
(italics supplied by the writer) “since 
taxpayer relied in good faith upon quali- 
fied counsel, the imposition of the penal- 
ties is denied.” 


Selling Expense? 


The Welch Grape Juice case, 9 TC, 
No. 108, has a curious item: (Italics 
supplied by the writer.) “It was argued 
by the Commissioner that trademarks 
expense is largely legal and the amount 
claimed should be considered a selling 
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The Taxpert 


expense and grouped accordingly, re- 
yardless of how the items may be 
, s , rt —_— 

classed on taxpayer's books. The Tax 
Court held otherwise.” Good for Judge 


Harlan! 


The Bed of Procrustes 


Back in the early 1930's there was 

short-lived tax on bank checks. It 
was a nuisance to the Treasury and tax- 
payers. The only benefit derived from 
it was to the manufacturers of bank 
bookkeeping machines, who sold a 
gadget which automatically charged 2¢ 
is each check was entered on a deposi- 
tor’s statement. 

The more recent shrinkage in the size 
of Federal form 1040 continues to be a 
nuisance to all who use it, but it has 


a 


caused a boom in the sale of elite type 
typewriters. 

Even with the use of type, the form 
provides inadequate space for too many 
items. Schedules must be attached ; and 
every time a schedule is attached, there 
is a chance that it will become detached 
before final Bureau audit. As a war 
measure to save paper, the skimpy size 
was excusable. To continue it in these 
times places an unnecessary burden on 
the already sufficiently harassed tax- 
payer and his accountant. 

They do better in California. That 
state’s Form 540 is 8%” by 14”, and 
provides abundant room for the major- 
ity of returns, using pica type. 

As for Procrustes, we will let you 
look him up in the encyclopedia, in the 
event that your recollection of myth- 
ology is dim. 


ALL IS RECKONED 


There is no romance in accounts, he said, 
No beauty in this sober reckoning. 
For beauty, scan the heavens overhead 
And look, he said, for romance in the spring. 


Is there no beauty in a task well done? 
No joy in setting truth above the lie? 
In bringing order to each plan begun? 
If not, I ask, what beauty has the sky ? 


Is not Orion fixed within the dome? 

Does not the prompt earth circumscribe the sun 
With the precision of a metronome? 

May not the stars be counted, one by one? 


A diamond must be cut with metered care, 
The measured ballet closely paced by time. 

Arithmetic must shape the arching stair, 
Exactness vivify the poet’s rhyme. 


There is no romance in accounts, he said. 
But romance lives wherever truth is sought 
And beauty rests within the heart and head 
And permeates man’s every honest thought. 


—JENNIE M. PALEN 
From Conquerors of Tomorrows 
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PROFESSIONAL COMMENT | 














By EMANUEL 


Effect on Opinion of Non-Confirma- 
tion of Receivables and Inventory 


Over eight years ago, both our So- 
ciety and the American Institute of 
Accountants adopted a report wherein 
direct confirmation of receivables with 
debtors and observation or tests of 
physical inventories, wherever practi- 
cable and reasonable, were recognized 
by the profession as generally accepted 
auditing procedures. Later, in 1942, 
this practice was amended to the effect 
that despite the fact that the certifying 
accountant may have satisfied himself 
as to such items by other means, he was 
still required to disclose the omission 
of any of them, regardless of practica- 
bility and reasonableness. 


O. M. Cordle, C.P.A., and a past 
president of the Wyoming Society, 
points up the present divergence from 
such prescribed practices in a timely 
article appearing in the February, 1948, 
issue of The Journal of Accountancy. 
Mr. Cordle states the rationale behind 
the noted departure from the prescribed 
practice to be as follows: 


“ 


anyone holding himself out as a 
trained, skilled, professional accountant 
should be able to gain an informed and 
reasonably dependable opinion on the in- 
tegrity of the accounts by alternative 
methods, irrespective of any extensions of 
auditing procedure, whether or not reason- 
able in the circumstances.” 


He points out that indications of con- 
tinued official adherence to the basic 
principles in “Extensions of Auditing 
Procedure” might be found in subse- 
quent Statements on Auditing Proce- 
dure wherein it was said that wartime 
deviations from auditing practice with 
respect to physical inventories and con- 
firmation of government receivables all 
required appropriate disclosure, even 
when the auditor was completely satis- 
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fied by the use of alternative means of 
verification. 


He cautions against these present-day 
deviations from generally accepted 
auditing procedures in this language. 

“It is not enough that the auditor be- 

lieves the statements present fairly the 
position and results of operations. (State- 
ment on Auditing Procedure No. 8.) See 
also, ‘Supplement to Contemporary <Ac- 
counting,’ page 23, from which we quote 
in part, “The test in this phrase is not 
based alone on the judgment of the in- 
dividual accountant concerned but must, in 
his opinion, be supported by his peers in the 
profession to justify the use of the state- 
ment, “Our examination was made in ac- 
cordance with generally accepted auditing 
standards applicable in the circumstances.”’ 
Also page 4, chapter 14, ‘it is generally 
recognized that only the most unusual cir- 
cumstances would permit an accountant to 
assume that he had followed accepted audit- 
ing standards when he had not undertaken 
the confirmation, at least by test methods, 
of the receivables of the company being 
audited.’ ” 


It is Mr. Cordle’s conclusion that 
faithful audit reporting requires an 
affirmative statement of the perform- 
ance of all auditing procedures, alterna- 
tive to the prescribed ones, which are 
undertaken to satisfy the auditor of the 
correctness of the financial statements; 
also, that where the amount involved 
is material and significant, the omission 
of such alternative procedures negates 
the possibility of the expression of any 
opinion. 

x * x 


Municipal Accounting 


The February, 1948, issue of Munici- 
pal Finance contains a wealth of valu- 
able material on the subject of municipal 
accounting written by Lloyd Morey, the 
well-known author in this field. 

Professor Morey begins his paper 
with a review of the following statement 
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Professional Comment 


of standards for municipal reporting 
recommended by the National Commit- 
tee on Municipal Accounting : 


“The Fund Principle: under which the 
accounts are classified by funds, in keeping 
with the segregation of resources by funds. 

The Segregation of Fixed Items Prin- 
ciple: under which those items relating to 
fixed assets and liabilities are clearly 
separated in the accounts and reports from 
those relating to current assets, liabilities, 
and surplus. 

The Budgetary Control Principle: under 
which budgetary control accounts may be 
included in the general accounting system, 
as an integral part of and in a unified 
group with other accounts of each respec- 
tive fund. 

The Accrual Principle: under which ac- 
counting for revenues and expenditures on 
an accrual basis is carried out as far as 
practical. Actually, a modified accrual 
basis, or modified cash basis, is usually 
satisfactory. 

The Valuation Principle: under which 
consummable and fixed property are 
carried at cost without making an account- 
ing for depreciation except where self- 
supporting activities are concerned. 


The Terminology and Classification Prin- 
ciples: by which common terminology and 
standard classifications are employed in 
accounts and reports. 


The Audit Principle: in which the ad- 
vantage of an independent audit is re- 
cognized. 


The Report Principles: calling for regu- 
larity and uniformity in reports.” 


When augmented by the uniform ter- 
minology and model report forms de- 
veloped by the Committee, he says that 
the result has been more effective 
municipal accounting. 


He then essays a look into the future 
and predicts continued progress in the 
field in several areas, as follows: 

Accounting Changes: The first 
change in this area is expected to be in 
the direction of greater attention to 
functional analysis, rather than object 
classification of expenditures, as at 
present, in order to judge more effec- 
tively the use of funds in any organiza- 
tional unit. 
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The second practice where change 
may be expected is in the reduction of 
the number of funds through more 
effective budgetary methods and ac- 
counting. 


More real cost accounting may also 
be expected in the future. Also, a 
greater realization of the similarity in 
accounting for governmental and pri- 
vately owned operations in such fields 
as utilities, etc. 


Improved Reporting Techniques: 
Professor Morey predicts that the mu- 
nicipal financial report of the future 
would follow the trend being established 
in commercial reporting. Shorter, more 
attractive, more understandable reports 
will be the order of the day. They will 
be accompanied by readable explana- 
tions and discussions, as well as graphs 
and other pictorial devices. It is ex- 
pected that progress toward greater 
uniformity in terminology and form of 
municipal financial reports will con- 
tinue, with increased emphasis upon 
their use by citizens and investors. 


Audits: An important development 
of the future in this area, according to 
Professor Morey, will be a growing 
trend toward audits by independent cer- 
tified public accountants instead of by 
state departments of audit and control. 
In larger governmental units these may 
be supplemented by the independent 
operation, on a continuing basis, of 
internal auditing departments. 


“When all concerned come to understand 
that an audit properly made will aid in 
determining better ways of management; 
that an official should have and is entitled 
to an audit for his own protection; that 
investors in securities of any public body 
are entitled to it and the credit of the 
agency will benefit by it; that an audit is 
not merely a verification of figures but a 
constructive analysis of financial data and 
operations; that auditing is professional 
service and should be engaged and paid for 
accordingly, then will the reluctance toward 
audits disappear. These changes of atti- 
tude will come about, and, as they do, all 
cities will have intelligent ‘and informative 
independent audits as a regular part of 
their programs.’ 
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The New 


Professional Improvement: Last but 
not least, Professor Morey emphasizes 
that the average level of professional 
ompetence of the finance personnel 1 
municipalities will become higher, by 
reason of increasing standards _pre- 
ions in this field of 


scribed for position 
Service 
This is an excellent article for per- 


sons interested in following directional 
trends in municipal accounting. 


Municipal Utility Accounting 
Another interesting article, also ap- 
pearing in the February, 1948, issue of 
Municipal Finance, is that by Dr. Irving 
Tenner, dealing with the essential prin- 
# municipal utility accounting, 
1 publicly owned enterprises as 
c plants, street rail- 
as follows: 


ciples 
for sucl 
waterworks, electri 


ways, public noes ae etc., 


(1) The financial operations of a 
utility must be so recorded that it is 
possible to tell at all times whether the 
being operated at a profit 
hether it ts breaking even. 


enterprise is 
ora loss, Ore 

In this connection, the accrual basis 
of accounting is a prior requisite. Also, 
the careful differentiation between ex- 
penditures representing expenses, the 
acquisition of a fixed asset or the re- 
tirement of an indebtedness. 


(2) Financial operations must also 
be so recorded that it ts poss! ble to de- 
termine whether services are being 


rendered at the lowest possible cost. 
This must be done without any sacri- 
fice of adequacy of service. Further- 
more, unit costs—not only for the 
activity as a whole, but also for the 
various sub-activities—should be em- 
Wherever possible, the mu- 
nicipal accounts should follow the 
uniform classification of accounts pre- 
the regulatory commission, 


> 


phasized. 





permit of comparison of costs with 


41, f slaty 
those of other utilities. 
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(a) its original investment, and (>) th 
accumulated profits or losses. 

(4) The accounting 
sure that the utility is getting all of th 
revenues to which it ts entitled. 


system must as- 


To this end, an efficient system of 
internal control must be set up to mini- 
mize misappropriations and errors. 


(5) The s 
that It will show ¢ 
provisions. 

Where there is a contradiction be- 
tween the legal requirements and good 
accounting practices, this may often be 
resolved by keeping two sets of coordi- 
nated records and preparing therefrom 
the respective ae statements. 


system must be so designed 
-ompliance with legal 


* * *K 


A New Depreciation Problem 

The New York Business Rent Law 
(Laws of 1945, chapter 314) is a 
statute of vital importance both to own- 
ers and tenants of commercial space in 
the City of New York. It was pei 
as a wartime measure, to protect the 
latter group from the evils of exorbitant 
rents and widespread evictions while 
the space shortage continued and, at the 
same time, to provide a means whereby 
members of the former group might 
enjoy a reasonable return upon their 
investments as well as a means of secur- 
ing relief from rising costs, in proper 
cases. This law allowed a general and 
automatic “emergency” increase of 15 
per cent over the rents in force on June 
1, 1944; any further increase has to be 
granted by the Supreme Court, on ap- 
plication, pursuant to section 4 of the 
act. 

A very int erest ing case was recently 
decided un ler this statute by cur Court 
of — pez ils ( é ifth Ma dison Corporati 
v. New York Telephone Ci . ct al., de- 
cided, Abode 15, 1948: opinion by 
Fuld, J.; published in New Y¥ 
Journal, February 6, 1948). The own 
’ this building, in a proceeding to 
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statute, sought an increase of more than 
50°. A uniform increase of 17/4~% 
allowed at the Special Term of the 
Supreme Court, was unanimously ap- 
proved in the Appellate Division, and 
reached the Court of Appeals by their 


permission. 


\ principal assignment of error 
urged by the petitioner-landlord was 
hat the courts below erred in excluding 
an item of annual depreciation from 
{ As to this, the icadueas court 
again unanimously affirmed the result, 
mn the basis of both the legislative his- 
tory and purpose of the statute. 





The specific provisions of section 4 
the statute in question provide a gen- 


aq 


eral formula for the guidance of the 
court in any proceeding wherein a fur- 
ther increase in rent is sought there- 
under. The basic figure in this compu- 
m to be made by the court is 
the — value” of the property; and 
a reasonable return thereon is presumed 
to exist if the “net annual return” 
equals 6% of such “fair value” plus 
2% of the principal of all mortgages on 
the property for the amortization 
thereof. -In determining reasonable 


rent, continues the statute, 


“due consideration shall be g yiven to the cost 
of maintenz ance and operation of the entire 
property (including land and building in 
which such building space is located), tn- 
Ind amount paid for taxes assessed 
such property, and to the kind, 
and quantity of services furnished, 
t excluding, amortization or interest paid 
(Em- 








In deciding this issue, the court said: 


g 
he Legislature’s explicit inclusion of 


taxes as an item of cost, its express exclu- 


sion of continuing fixed charges such as 

rest and amortization—suggest a re- 
strictive content for the phrase ‘cost ot 
maintenance and. operation.’ Depreciation, 





as such a cost, 
less—having in 
mary aim of the 
ruction requires 








frozen in a period when costs of goods 
and services were rising. Accordingly, 
provision was made for revising rents up- 
rina to meet those exigencies. But such 
increases, it is plain, were to be limited to 
compensating ig landlords ‘for increased costs 
of operation resulting irom war conditions’ 
(see Report of N. ‘Y. State Joint Legis- 
lative Committee to Inquire Into and Study 
Commercial Rents in N. Y. City, N. Y. 
Legis. Doc., 1945, No. 2, p. 20). With that 
in mind, the conclusion is clear that—how- 
ever depreciation may be treated as an ac- 
counting item in other situations (1 Bon- 
bright, Valuation of Property, Ist ed., 
p. 179 et seq.; Finney, Principles of Ac- 
counting, p. 318; Kester, Advanced Ac- 
counting, 3d rev. ed., p. 246)—it may not 
be considered a cost within the meaning of 
the Business Rent Law; the phrase ‘cost 
of maintenance and operation’ is to be con- 
fined to sums actually paid out or incurred 
(cf. Schack v. Handel, 271 App. Div., 1, 7; 
Matter of 76 Crown St. Corp’n v. Carl 
& Sons, Inc., 271 App. Div., 1030) 


* Petitioner herein, choosing merely to 
rely upon a bookkeeping entry which 
charged an item of $54,310 to depreciation, 
offered no evidence that its property had 
actually depreciated in value. It is not 
hard to find the reason for the lack of proof 
ot actual depreciation; it was not available. 
Quite apart from the fact that war-in- 
duced shortages in rental space arrested 
and reversed the normal downward trend 
of the value of a buiiding as it ages, one 
of the petitioner’s own expert witnesses 
confirmed that there had been no deprecia- 
tion in the value of this particular build- 
ing since 1942. Under these circumstances, 
an allowance for theoretical depreciation 
would not be warranted—even in the view 
of those courts which had permitted such 
a deduction in cases decided under the emer- 
meaey rent legislation (L. 1920, chaps. 136, 
944, sec. 4) enacted during the First World 
War (see Alabama Holding Corp’n v. Con- 
rey, 201 App. Div., 565, 568; Hall Realty 
Co. v. Moos, 200 App. Div., 66, 73)” 


A Company Training Program for 
Accounting Personnel 

In Section One of the January 1, 

1948, issue of the N.A.C.A. Bulletin, 


James R. Evans, General Supervisor of 
Vv 


Propet ‘ty Accounting for ithe Arm- 
strong Cork Co., who conducted train- 


ing programs for new employees dur- 
ing the war and later for returning 
servicemen, presents the scope and plan 
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of his company’s educational program the trainees “to bridge the gap between I 
for training new accounting employees. theory he has learned at school and the tha 
It is based on the assumption that the actual application in the field, and to for 
trainees are without prior industrial ex- avoid the ‘sink or swim’ method of im- levé 
perience but have had the benefits of a mediately placing the new employee on of : 
college education. the job with only a short period of in- met 
T bi re err struction given by the vacating incum- abs 
> OvrTé ~( =| Ss pa> 
1e program combines the best fea- pent” ‘el 
tures of company conducted courses in dies 
accounting as well as meetings at which The total.time required for the com- ji 
lectures on specific accounting processes pletion of the training program is 40 ae 
are presented. Its purpose is to assist days, spent as follows: es 
Course Name Days in € 
1. Company organization and plans ROT PE CEO eS oir oasicaeisneeaas 5 dus 
2. Scope and objectives of training program........... tee ceeeeeeeenes (Y% hour) sucl 
3. Controller’s office organization and functional responsibilities......... vp 
A. CeMALOCTOrISUICS OF COMDANY. QCCOUING «5 6.6:5:6:0.0s s15.0 seis 50 'ess sein eeine'e es ve i 
5. Accounting procedures and research department...............e0eeee- 1 m« 
6. Payroll, tabulating, and sales analysis department.................05- 3% 
Po RIAN CMDATRIAORE 6 o5.65.ssie sisssiw 64 3 5.2 NS pes owes see asp eDReS eee ates 1 an 
8. Factory and district office accounting—general............e.eeeeeeees 1 
SO  BAaCtOry ACCOUNUINE—SPeCIIC DANE. eos ok cenis, cass ne cee b-basieieaeeles eos 6 7 
. ° a 
BA ROE CC CNMATSIREy MLCT CETIIIAE 8 ooh 5.25 Sah ado:d araie -sr0 ei nee is olesaratona os BIW a niwiSte® 8 a 
EG, rd ROUEN RRO iglel, eals-e\ a cigs.g: vd: dewioiwD 4 clbis.¢ Slersibrere.g. EO TERME 1 
£2, “ACRONIS A VAINO SECTION 66566 56 sindis-o.oroisinit so sane ene nasaresees 1 
LS. SE TRBErty AccOUNtING (GEDATIINENE...4...0.0 <2 oso dso eetes fee cess dicaaimeweis Z - 
14. Fiscal accounting department............ 0.00 ccccescccscccesseecdsecoonese 1 Wi 
Be a NR, MIO oo hi os eae eS OOS 04K TH EERE T ONE ERE Se RERREE SRE 1 
HO; AMIR RDN CEIOINE «icin nebo <6 ern. do reno wo enw. cigigs Dede ad passe eau scare 1% col 
17. Economic cost department.............seeeeeeeeeeeeeeeeeeeeeeeeees 1 
18. Application of accounting principles—case BOE Vicsiernsweinae nds ae hate see a T 
AD; REVIEW SN ASSIONMENE-1O DOSIION és 6. nei. a. o.eciein v.00 ces s'sces sarainiaiareeinesie 1 of tl] 
40” ticin 
——— the 
whic 
; —_ a . . . + brou 
The lecture method is utilized, sup- jects. Much of what he says is also with 
plemented by other procedures, includ- applicable to all accounting instruction. we 
ing on-the-spot observation. Assigned There are three basic classroom prob- fully 
readings, problem material, practice use lems, says Professor Lafferty, facing “ 
of forms, organization charts, review of _ the college instructor: ( 
audit reports, etc., are utilized in the dle 
learning process. The article concludes (1) The manner of presenting the ma- apt 
we ; ‘ terial to the student. act 
with a tabulation of the topical content . sae : 
af . penal es a: Toe oe (2) The need for reconciling the widely ( 
f the several courses listed above. varying practices of industry with the trig 
* * * classroom presentation of fundamental = 
Making Industrial Accounting Real principles. . 
to the Student (3) The student’s lack of familiarity ms, 
: ; , mn with the language of industry. poe 
Professor George W. Lafferty, of uer 
the University of Alabama, attempts in After discussing these briefly, the ( 
. . “hes . . . - . . ri 
this interesting and provocative article, remainder of the article is then devoted e 
appearing in Section One of the Janu- to a discussion of the means whereby ing 
ary 1, 1948, issue of the N.A.C.A. Bul- additional realism may be imparted to 
letin, to provide the basis for the im- the classroom instruction through (a) 
provement of the quality of classroom professional contact with industry and 
instruction in industrial accounting sub- (b) student contact with industry. 
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Professional Comment 


In the first connection, it is suggested 
that a planned program of preparation 
for teaching accounting at the university 
level should include at least two years 
of actual practice in the field, supple- 
mented by periodic extended leaves of 
absence for employment in industry, as 
well as by shorter summer contacts. In- 
dustry, in turn, should seek out and en- 
courage all educators who evidence such 
a desire to expand their backgrounds of 
actual experience. It should assist them 
in establishing closer relations with in- 
dustrial units during the school year in 
such ways as: 

“(1) class visits to accounting depart- 

ments and plants of industrial concerns, 

(2) joint projects between the educator 
and industrial activity, 
(3) assembly of classroom problems 


based on practices of the firm or firms with 
which relations are established, 

(4) study of the application of funda- 
mental principles of industrial accounting 
within the firm or firms, and 

(5) arrangements to bring industrial ac- 
countants to university classrooms.” 


The second phase in the correlation 
of the educational process and the prac- 
ticing field, says Professor Lafferty, is 
the development of programs through 
which industrial accountants are 
brought into direct classroom contact 
with students. The principal means 
whereby this is accomplished success- 
fully are, as follows: 


(1) Lectures by practitioners, to provide 
a concept of the difficulties involved in 
applying industrial accounting principles in 
actual practice. 

(2) Classroom problems based on indus- 
trial practice, including the basic procedural 
information and the basic forms used in 
the operation of the accounting system. 

(3) Student visits to plants, to help him 
visualize the physical processes which un- 
derlie the accounting procedures. 

(4) Discussion forums, in the form of 
round table groups. 

(5) Cooperative plans of education, un- 
der which a student works in industry dur- 


ing part of his school year and attends 
school for the remainder. 


The success of such a program as 
has been outlined by Professor Lafferty 
depends, he says, upon the active and 
earnest cooperation of teacher and prac- 
titioner. 

x ok x 


A Reexamination of Standard Costs 


The N.A.C.A. has just issued, as 
Section Three of the February 1, 1948, 
issue, a research monograph (number 
11) bearing the foregoing title. Its 
stated purposes are 

“to inquire into the various uses of stand- 

ard costs, to question how well standard 

costs can serve these purposes, and to point 
out the areas of conflict and compromise 
which arise.” 


The study is based upon a detailed 
survey of seventy-two companies in 
diversified industries. It reviews the 
entire field of standard costs and thus 
lays the foundation for the more de- 
tailed presentations of specific present- 
day standard cost practices in forth- 
coming studies. 


Though the study deals exclusively 
with standard costs, it is based upon the 
premise that such standards comple- 
ment rather than replace actual costs, 
and that the choice actually confronting 
accountants lies between standard costs 
and the less scientific cost estimates. 


The body of the study considers the 
applications of standard costs for pur- 
poses of managerial cost control, inven- 
tory costing, budgetary planning pric- 
ing, and the facilitation of bookeeping, 
as well as the reconciliation of conflicts 
in development and the application of 
standard costs for different purposes. 


This monograph is highly recom- 
mended to both practitioners and 
students. 


Gr 
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Special Meeting 


on 


New York Personal and Unincorporated Business Taxes 


We're trving something new! 

When we have our special meeting 
at the Engineering Auditorium, on 
April 6th, we will not have the tradi- 
tional reading of papers, but will, in- 
stead, let a panel of tax men give their 
solutions to the situations presented 
below. 

The practice of taxation is not merely 
knowing what the law is. More signifi- 
cant is the development of an instinct 
recognizes the existence of a 
problem, Recognition of the question 
may often be more important than 
knowing the answer, for you have to be 
aware of a difficulty before you can 
effect the means to surmount it. 


which 


These situations we list are not 
hypothetical classroom problems, but 
are culled from actual experience which 
may one day confront you in your own 
work. Test yourself. Do you recognize 
all the problems? Can you cope with 
the situations presented ? 

In addition to solutions presented, 
the panel will, at the meeting, undertake 


COMMITTEE ON S 


a general discussion of the topics evoked 
by the questions. The program has been 
arranged to afford broad coverage of 
the subject matter. Moreover, as in 
previous years, your committee will 
undertake to answer questions submit- 
ted from the floor. 


In the meantime the Committee 1s 
interested in your comments. If you 
have a solution or partial solution to 
any of the questions, send it in to the 
Committee on State Taxation, in care 
of the Editor. The most interesting 
answers will be discussed at the meeting 
and published in a later issue. Please 
say whether you want your name with- 
held. If the questions raise tangential 
problems you would like to hear dis- 
cussed, write us a note and our panel 
will cover your specific problems. 

Your response by mail and by attend- 
ance at the meeting will be the measure 
of the success of this experiment. The 
Committee is anxious to determine what 
form of meeting will be most useful to 
you. 


TATE TAXATION 


By Sipney I, Roserts 
Chairman, sub-committee on special meetings 


I. By Harold E. Bischoff, C.P.A. 

Would you advise an individual tax- 
payer to claim the $500 optional deduc- 
tion on his 1947 New York State 
personal income tax return in each of 
the following separate situations: 

(1) The taxpayer’s wife, with whom he is 
living, has claimed an optional deduction in 
the amount of $500, on her separate 1947 New 
York State return. 

(2) The taxpayer's wife, with whom he is 
living, is entitled to an interest deduction in 
the amount of $1,000. 


59 


(3) The taxpayer has income from rents 
on an apartment house owned by him. The 
expenses thereon, deductible in 1947, are as 
follows: 


Dieoreciatton. en lec orindesn ons $200 
MONAIES | cccccsice coc nb te aswene weed 100 
Other CXNEHSES oS cssis Caisinarn ee ware 200 


On his Federal return the taxpayer de- 
ducted these items and also claimed the 
optional standard deduction. 

(4) The taxpayer and John Doe are equal 
members in an accounting partnership. Dur- 
ing 1947 the expenses incurred by the part- 
nership are as follows: 
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CTT ee a PR EEE er 2 Sora $12,500 
Charitable contributions ........ 1,500 
Sundry EXpenses: .....66.00000e« 10,000 

$24,000 


(5) The taxpayer is an accountant prac- 
ticing as a sole proprietor and his expenses 
total $24,000. 

(6) The taxpayer is a salesman employed 
on a commission basis. Unreimbursed ex- 


penses incurred during 1947 are as follows: 


Traveling expenses while away from 


WONG eos racers wioearae earn mae ces $500 
Entertainment of customers........ 100 
$600 





On his Federal return, the taxpayer de- 
ducted $500 for traveling expenses and also 
claimed the optional standard deduction. 


Il. By Nathaniel Field, C.P.A. 


Based on the following facts, discuss 
the taxpayers’ liability under Article 
16A, New York State unincorporated 
business tax: 

1. A and B, husband and wife, are resi- 
dents of New York State, and, in addition, 
maintain a summer home in Connecticut. 

Both husband and wife are authors, and 
their books on chemistry, physics, mathe- 
matics and English are recognized as authori- 
tative sources of reference. In addition, A 
has lectured at some of the leading univer- 
sities, 

A and B are college graduates, and have 
majored in at least some of the subjects of 
their writings. 

2. Approximately 25% of the time devoted 
to their writings is done at their home in 
Connecticut. 

3. During the spring and summer months, 
they operate a book store in Connecticut. The 
operations for the year 1947 resulted in a net 
profit, before partners’ drawings, of $10,000. 


II. By Benjamin Harrow, C.P.A. 


An alien came to the United States in 
1939, principally to visit the World's 
Fair. He had tickets for his passage 
back to Europe. Before he could leave, 
war broke out and he continued to re- 
main in the United States until 1947. 
During the intervening years, he spent 
most of his time in New York although 
he spent several winters in Florida’ and 
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also traveled to other places in the 
United States. He himself was engaged 
in the shipping business. He operated 
boats, and also bought and sold boats. 
Some of the operations were conducted 
through corporations in which he had 
an interest. While in the United States, 
he was moderately active in the stock 
market. He purchased some real estate 
which was held by a corporation organ- 
ized for that purpose. The property was 
sold after several years and the corpora- 
tion was liquidated. The alien received 
a liquidating dividend. None of the 
earnings from the operation of boats 
was actually received by him since all 
these payments were received in foreign 
countries and held there because of 
foreign exchange restrictions. 

Is this alien subject to tax in New 
York? If so, to what extent ? 


IV. By Robert I. Edelson, C.P.A. 


The following items appear on the 
records, or the 1947 Federal income tax 
return, of a New York State resident. 
Indicate their treatment for New York 
State tax purposes: 

1. Life insurance premiums in the amount 
of $350. 

2. Federal excise taxes (non-business) in 
the amount of $100. 

3. Dividend on the stock of a Canadian 
corporation in the gross amount of $250, has 
been reduced by $25 for Canadian tax with- 
held. 

4. Stock dividend of 50 shares of X Cor- 
poration stock to the stockholders of X Cor- 
poration (taxable for Federal tax purposes 
to the extent of its fair market value, $1,000). 

5. Fee in the amount of $5,000 for profes- 
sional services rendered by the taxpayer dur- 
ing a period of 38 months. 

6. Interest on U. S. Treasury Bonds, 2%’s, 
issued in 1940—in the amount of $500. 

7. Interest on Federal Farm Loan bonds, 
issued in 1942, in the amount of $750. 

8. Interest on City of Miami bonds in the 
amount of $500. 

9. Recovery of a business bad debt in the 
amount of $1,000, deducted in 1943, in which 
vear the taxpayer's return reflected a net 
loss before such deduction, of $2,000. 

10. New York State income tax paid in 
1947 for the year 1946—$450. 

11. Dependent born on July 1, 1947. 
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V. By J. B. C. Woods, C.P.A. 


You have assembled the following 
data with respect to a trust, preparatory 
to filing a New York State return: 


1. A trust, under a New York will, pro- 
vides for income to a life-tenant and the prin- 
cipal to a remainderman. 

2. Income from rents is distributable to 
life-tenant before provision for depreciation. 

3. Capital gains, less capital losses, ac- 
cumulate for remainderman, subject to pay- 
ment of expenses chargeable to principal. 
Among such expenses are the following: 

(a) Stamp taxes on security sales. 

(b) Trustees’ fees determined under the 
will as a percentage of capital gains. 

(c) Legal and accounting expenses ap- 
portioned to principal, but not actually related 
to a sale of securities. 

(d) Investment counsel fees, and cost of 
other advisory services incurred for the pur- 
pose of conserving the principal of the trust 
and for the purpose of making capital gains. 
Without selling securities the trust cannot 
meet necessary annual expenses chargeable 
to principal; without making a gain on such 
sales the trust cannot pay necessary annual 
expenses and conserve the principal. At- 
torneys for the trust regard these expenses 
as a proper charge against principal and the 
surrogate has so approved. 

(e) An annual apportionment of expenses 
paid in connection with the extension of a 
mortgage, also regarded by the attorneys 
and surrogate as charges against principal. 


What items are deductible on New 
York income tax returns? 


VI. By Ralph G. Ledley, C.P.A. and 
Frank E. Knopf, C.P.A. 


You have been retained to prepare 
the New York State income tax return 
for Mr. and Mrs. Taxpayer, for the 
year 1947, 

You have ascertained that your 
clients are investors, an examination of 
the books of account, maintained by 
each of them, reveals the following sales 
of capital assets during the calendar 
year 1947: 


Mr. Taxpayer: 


1. Sale of 100 shares of stock of Y Cor- 
poration on June 15, 1947, for $15,000. This 
stock was acquired by gift on January 1, 
1927. (The fair market value at that date 
was $12,000.) 


2. Sale of $10,000 bonds of Z Corporation 
on November 15, 1947, for $11,500. These 
were acquired by gift on January 15, 1928, 
at which time the fair market value of the 
bonds was $10,000. 


3. Sale of $10,000 bonds of the City of 
New York on February 15, 1947, for $11,000, 
which were acquired on February 15, 1944, at 
a cost of $10,200. It appears, upon examina- 
tion, that the original cost of $10,200 has been 
reduced to $10,100, to give effect to amortiza- 
tion of the premium. 


4. Sale of $25,000 United States 2% 
Treasury Bonds, issued in 1933, due 1953, 
for $26,500, purchased on October 15, 1947, 
at a cost of $25,375. The cost has been re- 
duced to $25,125 to give effect to amortiza- 
tion of the bond premium. 


5. Sale of 50 shares of stock of X Cor- 
poration on August 1, 1947, for $6,500, 
which stock was purchased on January 3, 
1947, from Mrs. Taxpayer at a cost of 
$5,000. 


6. Sale of $5,000 Erie Railroad Bonds, 
on October 1, 1947, for $6,000, purchased on 
March 1, 1947, for $6,500. 


7. Sale of apartment house on January 1, 
1947, for $100,000; purchased on January 1, 
1918, at a cost of $150,000 (building— 
$125,000, land—$25,000). 

8. Sale of private dwelling, on September 
1, 1947, for $25,000—purchased January 1, 
1932, for $55,000 (building—$50,000, land— 
$5,000). Assume a depreciation rate of 2% 
per annum. ‘ 


Mrs. Taxpayer: 

1. Sale of 50 shares of X stock, on January 
3, 1947, for $5,000; purchased June 15, 
1946, for $6,000. 

2. Sale of $5,000 Erie Railroad bonds, on 
December 15, 1947, for $7,000, which bonds 
were purchased on October 15, 1947, for 
$6,100. 


Indicate the treatment of the fore- 
going items on the New York State 
Income Tax returns. 
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The December, 1947, issue of our under the title, “Accounting Forum”. 
esteemed contemporary, the Bulletin We reprint herewith, by “permission, 
of the Robert Morris Associates, con- three very interesting notes which we 
tained an interesting group of short believe will be of current interest, 
papers on accounting subjects collected particularly to staff men and students. 


PROCEDURES WITH RESPECT TO PURCHASE AND 
OTHER COMMITMENTS 


By Cari M. Esenorr, C.P.A. 


Most modern writers and authorities on accounting recognize the importance of adequate 
disclosure of purchase and other commitments in financial statements, even though such com- 
mitments have no effect on the accounts as of the balance sheet date. Accountants are keenly 
aware of the significance of this information, especially when the report is to be used for 
credit purposes. However, in discussing this point with bankers it may be only fair to note 
that all too often the accountant’s scope is limited by the fee that the client will pay. Such 
limited scope is of course indicated in the accountant’s report, and credit grantors can assist 
their borrower in obtaining the type of audit he should have by suggesting that the client 
not limit the scope of the audit. 


By its wording, the title of our topic has indicated the emphasis on purchase commitments, 
but other commitments are also of importance, as for example, commitments for (a) purchas- 
ing equipment and other fixed assets, (b) purchasing securities and investments, (c) acquiring 
the corporation’s own stock, and (d) investing in outside ventures. 


Since many other commitments result in contingent liabilities, it may be well to include in 
our list the following: (a) future sales contracts; (b) guarantees to customers against price 
decline; (c) guarantees on the product sold; (d) guarantees on obligations of subsidiaries ; 
(e) leases; (f) special wage and bonus agreements; and (g) dividend arrearages. 


Almost all the authorities on auditing agree that proper audit procedure calls for an 
inspection and review of the purchase order records. Ordinarily mention need not be made 
of purchase orders which are normal and which are required in the usual course of operations. 
However, it is generally ageed that disclosure should be made for inventory commitments 
which are abnormal as to quantity and price, and which would greatly increase the normal 
level of liabilities. Of course, if the nature of the business is such that that it is usual to 
order large quantities for future delivery and such practice is well known to the credit 
grantors, brief notice is all that is required. 


For years there has been no general agreement among accounting authorities as to the 
treatment of future losses on purchase commitments. Where the contract prices are higher 
than market prices and the purchase contracts are not protected by firm sales, the practice 
has varied in showing the possible loss. Some have suggested that reserves be established 
by a charge to surplus. Others maintain that all inventories, including goods to arrive, be 
written down, thereby reducing surplus rather than merely setting up a segregation of surplus. 
Still others favored confining the recognition to a footnote disclosure. However, the latest 
pronouncement on the subject is that contained in Bulletin Number 29 issued by the 
commitee on accounting procedure of the American Institute of Accountants. The position 
is taken that losses on such purchase orders be recognized in the accounts, that is, the accrued 
losses be measured in the same manner as are inventory losses and, if material, the amounts 
be shown separately in the income statement. 

It is likewise necessary that proper disclosure be made of commitments for equipment, 
construction work and other fixed assets, since the conversion of current assets into fixed assets 
may be required. The fact that the liability will be offset by an asset is not ‘sufficient reason to 
omit mention of it, inasmuch as the particular asset is not to be immediately liquidated to pay 
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the liability. A proper evaluation of the balance sheet position is not possible without a 
footnote disclosure of the fixed assets commitments. 

Much of the same reasoning which has been used in the discussion of purchase and 
fixed asset commitment would apply to the other commitments noted. A minimum of good 
practice requires tootnote disclosure if the amounts are significant and particularly where 
there has been a decline in market price. As in so many accounting problems, the matter of 
judgment is important and the method used to disclose the various commitments will vary 
from case to.case, but diclosure there should be. 

oO summarize, it may be said that the auditor should investigate purchase and other 
commitments. Ii the purchase orders for inventory are not unusual, no mention need be 


made, but unusual amounts and quantities should be footnoted on the balance sheet. However, 
should a price decline indicate accrued losses, such losses should be taken into the accounts. 
\s to other commitments, footnote disclosure appears to be sufficient. 


Mr. Esenoff is a partner of Everts & Esenoff, San Diego, Cal. 


EXAMINATION OF ACCOUNTS RECEIVABLE 
By Ciirrorp V. HermBucuer, C.P.A. 


The primary purpose of an examination of accounts receivable by an independent 
accountant are to satisfy him that they exist and are fairly stated, to enable him to express 
an opinion as to their value, and to disclose matters which should be brought to thé attention 
of those who use his report. ‘he procedures used to accomplish these purposes are many 
and vary in particular cases in accordance with the circumstances. 


The one most important procedure employed to substantiate the existence and fair state- 
ment of accounts receivable is confirmation by direct communication with the debtors. If the 
accountant does not obtain such confirmation, for any reason, it is generally accepted procedure 
that he must make appropriate disclosure of the omission in his report. The time and method 
of confirmation must be left to the judgment of the independent accountant. Usually the 
accounts are confirmed as at the close of the accounting period, but a different date may be 
used, provided adequate tests are made of the transactions for the intervening period. 
Contirmation may be complete or partial, and may be positive or negative or a combination 
of both. It is customary to confirm all of the accounts when they are few in number, In 
other cases it is accepted practice to confirm only a portion of the accounts, such portion 
usually being selected so as to include all of the larger accounts and a random sampling of 
the smaller ones. When the positive method is employed the debtor is requested to reply 
direct to the accountant, confirming the balance shown or stating his exceptions. In the case 
of the negative method, however, the debtor is asked to reply only if he believes the stated 
balance to be incorrect. The positive method is ordinarily employed only where the accounts 
are few in number, where the balances involved. are of particular importance, or where the 
possibility of disputes or inaccuracies is believed to be greater than usual. 

Whether the responses received from debtors is satisfactory must be determined by a 
study of the nature of the replies received, the number of replies received in relation to the 
number of queries issued, the amounts involved, and the results of the other auditing 
procedures employed. 

Confirmation of the accounts with the debtors must be supplemented by appropriate tests 
of the transactions relating to the accounts in order to substantiate the existence of the 
debts, the correctness of the balances, and the identity of the debtors. The nature and extent 
of such tests, as with most other auditing procedures, depends upon the adequacy and 
effective application of the system of internal control. Normally the evidence to be tested 
includes customers’ orders, sales contracts, shipping records, invoices to customers, records 
of cash collections, receiving records relating to returned merchandise, authority for write- 
offs and allowances, and indications of liens. 

In order to obtain a basis for an expression of opinion as to the value or collectibility of 
the accounts it is necessary to determine the dates of origin of the open balances, and to 


256 March 





com 
or t 
ora 
depé 
case 
debt 
at a 
he I 
ind 
in tl 
nly 


valu 
whic 
are 

com 
desc 
whi 
curr 
cust 
on t 


inde 
evid 
and 


The 
tne 1 
is tc 
com! 
most 
stocl 
tests 


cont 


upon 
vary 
man; 
test 

is pa 
case: 
the « 
conti 
take 
at ar 
by tl 
the 1 


19. 





other 


‘ed be 


Vever, 


oOunts, 


ndent 
press 
ntion 


many 


iV be 
riod 
ation 
% In 
rtion 
ig of 
reply 
case 
tated 
yunts 
» the 


by a 
» the 
iting 


tests 
the 
ctent 
and 
sted 
ords 
rite- 


y of 
d to 


rch 





Selected Reprints 


compare with the balances in the same accounts at prior dates. Other evidences to be examined 
yw tested include the client’s past collection experience with debtors individually, by groups, 
was a Whole; credit conditions in the industry generally ; correspondence files of the credit 
department; and cash col llections subsequent to the close of the accounting period. In the 
case of debtors owing large amounts an examination of the financial statements of those 
debtors may be necessary. As a result of this examination the independent accountant arrives 
jt an opinion as to the adequacy of the reserve provided for uncollectible accounts. When 
he has employed the generally accepted procedures and is satisfied that both the receivables 
ind the related reserves are fairly stated it is not customary to comment on these matters 
n the short form of report. Comments covering exceptions or explanations are usually used 
nly when some material procedure has been omitted or the results obtained are unsatisfactory. 


In addition to satisfying himself as to the fair statement of the receivables and their 
valuation the accountant takes steps to discover and disclose other matters of importance 
vhich should be considered by those who read his report. Accounts due from debtors who 
wre associated with the client, such as subsidiary or parent companies, companies under 
common control, stockholders, and employees should be separately stated and appropriately 
described. A similar segregation should be made of other receivables of significant amount 
which are not ordinarily considered as trade accounts. Accounts which do not represent 
current assets should be properly classified and described. In short form reports it is 
ustomary to disclose these matters to readers by appropriate classification and description 
on the balance sheet itself, rather than by comments in the opinion statement, unless they are 
if outstanding importance or of such a nature as to cause the accountant to qualify his opinion. 


It is important to keep in mind that an examination of accounts receivable by an 
ndependent accountant is not equivalent to positive proof of their accuracy. He obtains 
wvidence which he considers as appropriate and is the best that it is practicable to obtain, 
“a then uses it according to his best judgment. 


be 


VERIFICATION OF INVENTORY QUANTITIES 
AND CONDITION 


By Ciirrorp V. HEIMBUCHER, C.P.A. 


The verification of inventories is no different in principle from that of any other assets. 
The initial representations regarding the inventory quantities and condition are those of 
the management, and the purpose of the procedures followed by the independent accountant 
is to satisfy himself as to the credibility of such representations. In the normal case a 
combination of tests of book inventory records and tests of the physical stocks provides the 
most effective and economical means of accomplishing this purpose. Tests of the physical 
stocks include not only quantity counts of selected items in the inventory, but also adequate 
tests, observations and inquiries concerning the methods used in taking the inventory and the 
controls and checks provided to make certain that the final inventory has been fairly stated. 


The extent, time, and method of making inventory tests in any individual case depends 
upon the particular circumstances. The percentage of items counted by the accountant will 
vary from a complete count of the entire inventory, in cases where the integrity of the 
management is suspect or the internal control is non-existent or ineffective, to a very nominal 
test of quantity counts, where the accountant has satisfied himself that the internal control 
is particularly effective. Most cases, of course, are somewhere between these extremes. In 
cases where the inventory is determined solely by means of a physical inventory at or near 
the close of the accounting period, the tests must be made at that time. Where effectively 
controlled perpetual inventory records are maintained, supported by physical inventories 
taken at dates other than the end of the period, the accountant may make the physical tests 
it any appropriate time selected by him, in order to satisfy himself that the quantities shown 
by the inventory records at the close of the accounting period may be relied upon. Although 
the method of making inventory tests will vary widely in individual cases, advance planning 
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and the maintenance of adequate control during and after the actual counting are of prime 
importance. The methods employed must be designed to prevent duplications, omissions, 
or the inclusion of stocks not owned by the client. 


Although the primary responsibility for the inventory is that of the client the independent 
accountant must plan in advance with the controller or chief accountant in order to make 
certain that the necessary controls can be maintained. This advance planning involves 
consideration of the time and order of shut down of the plant or of separate departments, 
the number of men required, the type of tags to be used, the instructions to be issued for 
their use, the orderly arrangement of the stocks, and the methods to be followed to insure 
an accurate inventory cutoff. During the inventory taking, in addition to making test counts 
himself, the independent accountant satisfies himself by observation and inquiry that the 
prc cedure outlined is being followed. He also picks up and retains in his possession duplicates 
of the original inventory tags or else keeps independent records of his test counts. Later he 
checks these counts to the quantities shown by the final completed inventory prepared by 
the client. 


As a part of the physical tests it is necessary for the accountant to satisfy himself that 
proper segregation has been made of damaged and defective stock and of stock which is 
obsolete or owned in excessive quantities. Items which are damaged as a result of breakage, 
spoilage, or exposure can usually be readily identified by observation. Items of defective 
materials or workmanship are not always so easily identfied. However, quantities of such 
items in excess of normal can be discovered by an examination of inspection reports and 
recent returns by customers and by asking questions of plant employees who are physically 
handling the stock. Obsolete items and quantities in excess of the reasonable needs of the 
client are revealed by the length of time such items have been on hand, by the reduction or 
discontinuance of current production, and by the quantities sold recently, as shown by the 
inventory or sales records. 


Direct confirmation in writing from the custodians is the generally accepted procedure 
for verification of inventory quantities in the possession of public warehouses or other 
outside custodians. Where the amount involved represents a significant proportion of the 
current assets, however, supplemental inquiries are necessary. These may consist of physical 
inspection, examination of freight bills or other shipping documents, confirmation from 
recipients of the stock if it is moved prior to completion of the audit, or other appropriate 
procedures. 


The method and the extent of an examination of inventory quantities are of particular 
importance because of the large amount usually involved and the relative difficulty of 
confirming the representations of the management. Because of this importance the American 
Institute of Accountants has adopted the principle that, in all cases where the independent 
accountant has failed to make physical tests of inventory quantities, such omission should 
be disclosed in his report. 


The accountant does not profess to be a general appraiser or expert on technical materials. 
He is under the obligation of using the skill with which his training and experience have 
equipped him, and to employ the methods recognized by the profession in satisfying himself 
that the inventory as a whole is fairly stated in accordance with sound accounting principles 
for balance sheet and income statement purposes. The procedures which he uses to verify 
inventory quantities and condition are a part of those methods. 


The view is sometimes expressed by credit grantors and others users of audit reports 
that the independent accountant should describe the method and extent of inventory verifica- 
tion in all cases. If this practice were followed, however, it would be necessary to describe 
all of the procedures followed in the verification of all of the assets and liabilities to 
prevent readers from suspecting that silence indicated omission of such procedures. For 
this reason the usual practice in submitting a short form report is to disclose only departures 
from the generally accepted auditing procedures and unsatisfactoy conditions discovered. 


Mr. Heimbucher, the author of the two foregoing notes, is a partner of Farguhar and 
Heimbucher, San Francisco, Cal. 


“> 
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BOOK REVIEWS 








Winery Accounting and Cost 
Control 


By George A. Maxwell. PRENTICE 
HALL, INc., New York, 1946. 137 
pages, $6.00. 

Most treatises on accounting for spe- 
cific industries deal only with the ac- 
counts and problems peculiar to that 
industry and leave fundamental and 
general accounting matters to the stand- 
ard text books on those subjects. 
Winery Accounting and Cost Control, 
however, goes into great detail on many 
elementary accounting and bookkeeping 
procedures such as advantages of stand- 
ard costs, wording of journal entries, 
and handling and filing of documents. 

The author believes that the advice 
of a professional accountant should be 
sought in making the installation and 
preparing the accounting specifications 
for any winery because the organization 
of each winery differs and the pro- 
cedures must be applied to each indi- 
vidual situation. However, he states 
that ‘‘thereafter any bookkeeping per- 
sonnel should be able to perform ac- 
ceptably.” This explains why he goes 
so far into elementary accounting mat- 
ters. Still a doubt arises as to whether 
the best and most fool-proof system can 
be operated with dependable results by 
“any bookkeeping personnel.” Espe- 
cially when the prescribed monthly 
“General Operating Report” consists of 
twenty-three exhibits and five cumula- 
tive comparative charts. 

The first chapter describes the phys- 
ical operations of a winery. The de- 
scription of operations is tied to reports 
required by the Alcohol Tax Unit of 
the Treasury Department. In this chap- 
ter the author develops the premises 
that these reports should be made the 
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starting point for cost procedures. 
“Control centers” for costs are those 
points where quantitive data must be 
gathered for the Government A.T.U. 
reports. In this way the statistical data 
obtained serve two purposes. 

In chapter two standard costs are 
discussed and tax accounting is com- 
pared with cost accounting. Proof gal- 
lons are recommended as the basic unit 
to be used to determine costs, expected 
yields, et cetera. 

The remainder of the book is devoted 
to a detailed description of the account- 
ing forms and procedures recommended 
to accomplish adequate cost control for 
a winery. The system outlined is based 
upon the use of standard costs from 
which variations are developed for ma- 
terial, labor and overhead for each de- 
partment. Stress is placed upon the im- 
portance of dollar control of inventories 
as well as quantity control. To accom- 
plish this purpose the use of standard 
inventory pricing is suggested. All 
forms for the monthly General Oper- 
ating Report are illustrated. If the au- 
thor had used hypothetical amounts in 
his exhibits and journal entries it would 
be easier to follow. 

Since the book covers not only pro- 
cedures applicable to the wine industry 
but many important matters pertinent 
to any industry, it is not only a manual 
for the wine producer but could be read 
with benefit by all cost accountants. 
The chapter on “Manualizing Proce- 
dure” is especially clear and provides 
many helpful suggestions for anyone 
interested in writing a manual relating 
to accounting for any industry. 


MARSHALL GRANGER 


Marshall Granger & Company 
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Book Review's 


Seidman’s Legislative History of 
Excess Profits Tax Laws—1946-1917 

By J. S. Seidman, PRENTICE-HALL, 

Inc., New York, 1947. 414 pages, 

$15.00. 

This work complements the earlier 
volume on “Legislative History of Fed- 
eral Income Tax Laws—1938-1861”" by 
the same author (Prentice-Hall, New 
York 1938). It is an indispensable tool 
of the active tax practitioner, as well as 
an invaluable aid to the student of 
taxation. 

Knowledge of the entire legislative 
history of the pertinent provisions of 
the law, always helpful in tax matters, 
is nowhere of greater value than in con- 
nection with excess profits tax relief 
claims. Seidman’s book presertts in or- 
ganized, easily-located form, a vast 
body of information which could other- 
wise be found only through an immense 
amount of laborious research. Further- 
more, it includes an enormous amount 
of original reference material, much of 
which would now be difficult or im- 
possible to obtain elsewhere. 

The quotations from the Congres- 
sional Record throw an interesting light 
on the development of the excess profits 
tax laws, by showing the matters that 
most concerned the members of Con- 
gress in their consideration of the vari- 
ous Revenue Acts. (See, for example, 
the discussion of the relief provisions of 
Section 721, on the floor of the Senate, 
quoted at length on pages 121 and 131.) 

By the use of this book, the tax prac- 


titioner can easily and quickly acquaint 
himself with the entire legislative his- 
tory of any provision of the excess 
profits tax laws, not only for the war 
years starting in 1940, but also for the 
World War I years, which often pro- 
vide valuable background material. For 
the convenience of the reader, the 
Revenue Acts of these earlier years are 
reproduced in full in the appendix. 

The book not only gives the citations 
of all relevant material, but it quotes 
in full all material which the author 
considers helpful in studying the legis- 
lative history. In this connection it is 
to be regretted that the author did not 
include more quotations from the Con- 
gressional committee hearings, in addi- 
tion to the committee reports and 
debates on the floor of the House and 
Senate. It is to be hoped that he will 
soon give us a companion volume cover- 
ing the legislative history of the Federal 
income tax laws for the war years— 
1939 through 1946, during which so 
many fundamental changes were 
effected in the Internal Revenue Code. 

The work is comprehensive, authori- 
tative, well-organized, easy to use, and 
affords invaluable assistance to anyone 
still concerned with problems under the 
gone-but-not-forgotten excess profits 
tax provisions of the Internal Revenue 
Code, especially the relief provisions. 
What more need be said? 


Pau. D. SEGHERS 


New York, N. Y. 
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